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MONETARY VERSUS FISCAL POLICY 
AT FULL EMPLOYMENT?! 


DEAN A. WORCESTER, JR. 
University of Washington 


ONE OF THE MOST remarkable postwar developments in Western eco- 
nomics has been the development of reasoned professional expectation 
that low levels of unemployment and much improved price level stabil- 
ity can coexist indefinitely. The same professional opinion foresees fu- 
ture cycles but unemployment rates as high as 5 per cent of the labor 
force, and price increases as fast as 5 per cent a year now for the first 
time raise suspicions that there has been maladministration of our nor- 
mal peacetime control system. 

As recently as 1951 it was possible for a first-class economist to write 
that efforts to stop a price increase of 10 to 15 per cent a year would 
reduce production, and presumably employment, by as much as 10 per 
cent.? Others writing in the same symposium put forth views that ran 
from the other extreme of finding monetary controls technically both 
potent and easy to use against inflations, although of very limited use- 
fulness because of the unpopularity of inflation control,* to quite a vari- 
ety of middle positions which found some measure of value in monetary 
controls. But only James Tobin was prepared to expect that both a low 
level of unemployment and a relatively stable price level lay ahead, as 


1. The initial stimulus for this paper came from some remarks by Eric Lundberg four 
years ago and the writer has profited greatly from the careful reading and penetrating 
comments of an earlier draft by George H. Hildebrand and Earl C. Hald. For the remain- 
ing shortcomings, the author assumes full responsibility. 


2. Abba P. Lerner, “The Controversy over Monetary Policy: Fighting Inflation,” 
Review of Economics and Statistics, XX XIII, No. 3 (August, 1951), 194. 


3. Seymour E. Harris, “The Controversy over Monetary Policy: Introductory Re- 
marks,” Review of Economics and Statistics, XX XIII, No. 3 (August, 1951), 179. 
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in fact they did. He did so on the assumption that direct controls, 
rather than monetary controls, be used to supplement fiscal ones.‘ 

Wartime experience does indeed suggest that full employment and 
price stability can be achieved simultaneously if wage controls and la- 
bor allocation are employed. This alternative is not given further con- 
sideration here since it seems evident that either inflation and/or unem- 
ployment would be more popular in peacetime. The monetary and fiscal 
authorities are thus confronted with a dilemma. Completely full em- 
ployment seems to be incompatible with price stability. Yet both are 
desired, and our authorities must struggle to achieve both without the 
aid of direct labor controls. 

This dilemma has probably never been better resolved than in the 
calendar years 1951-53. In those years our actual policies failed to con- 
form to any of the policy recommendations which have come to the 
author’s attention. A substantial effective demand which always car- 


4. James Tobin, ‘““The Controversy over Monetary Policy: Monetary Restriction and 
Direct Controls,” Review of Economics and Statistics, XX XIII, No. 3 (August, 1951), 196. In 
this Tobin echoed H. S. Ellis’ comment in the 1946 “Symposium on Fiscal and Monetary 
Policy,”’ Review of Economics and Siatistics (1946), p. 75, who in turn quoted the six writers 
of The Economics of Full Employment (Oxford, England: Oxford University Institute of 
Statistics, 1944). 

Recent history suggests that every specialized econoiny faces a “‘trilemma”’ in its efforts 
to reduce the cycle. It can virtually avoid any two, but not all three, of the following con- 
ditions: (1) inflation, (2) unemployment, and (3) official restraints on the labor market. 
Alternatively, it may choose to suffer moderate amounts of two, or a little of all three rather 
than eliminate one as a problem. 

Thus wartime inflation and very high employment almost always brought with it job 
freezes, government interference with bargaining relationships, and other restraints upon 
the labor market, some of which were carried over for considerable periods of time into the 
postwar inflation and high employment periods. Sweden and England, for example, con- 
trived official restraints to suppress attempts to secure wage increases for several years 
which were backed up by trade union agreements. Even Russia, with government entre- 
preneurship, seems to have been unable to stop inflation while operating at full employment 
until the elements of forced labor were broadened and enlarged during and after World 
War II 

Wherever labor controls have been dropped despite the existence of full employment, 
inflationary pressures have been more sharply felt. Thus in England, there is substantial 
professional opinion that a noticeable amount of unemployment is necessary to solve the 
English inflation which, of course, takes the form there of a cost-price structure that com- 
plicates the balance-of-payments problem. The fact that the late 1953-early 1954 decline 
of inflationary pressures was accompanied by levels of unemployment which rose from 
about 320,000 to 420,000 (about 2 per cent of the labor force) and the recent reappearance 
of inflationary pressures as unemployment fell back to less than 300,000, lends credibility 
to this contention. At this writing the latest unemployment data show less than 230,000 
out of work. This is 50,000 less than the lowest monthly average at any time since the 
war, and is putting too much upward pressure upon the restrictive monetary controls with 
the result that fiscal changes are being brought into play. The United States also experi- 
enced unemployment problems along with the substantial stabilization of prices since 1951 
and the progressive elimination of job freezes and control over wages, although, as in Eng- 
land, unemployment remains low by prewar standards. 
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ried a real, though sometimes mild, threat of inflation was in evidence. 
The government did not balance its budget, investment demand re- 
mained strong, as did state and local government investment. Never- 
theless, retail prices rose very slowly, wholesale prices fell moderately, 
and a low level of unemployment existed. 

Professional opinion explaining this unexpectedly benign perform- 
ance differs. One view, trenchantly espoused by Hansen, is that it is 
largely accounted for by a “thumping cash surplus” (all of which oc- 
curred before March, 1951), the “end of the Korean scare buying,”’ and 
the tremendously productive response of American business. In his 
view, monetary restriction was properly moderate and only supple- 
mentary, except from February to May, 1953, when it opposed fiscal 
pressure and was “‘ill-fated.’® This interpretation is consistent with 
Hansen’s earlier analysis.® 

Another view is that these inflationary pressures were held satisfac- 
torily in check by large savings which were encouraged by a monetary 
policy which was flexible without ever driving interest rates to a high 
level by pre-1929 standards. According to this view, monetary policy 
went a good part of the way toward vindicating E. A. Goldenweiser’s 
statement in 1951 to the effect that when banks hesitate or refuse to 
loan as their reserve positions become pinched, it may not lead to a 
sharp rise in interest rates, since many applicants will defer or drop 
their projects,’ This, of course, need not impair real national product, if 
full employment is obtaining, and may increase it.® 


THE ISsuE 


Neither Hansen nor the present writer is primarily interested in the 
reading of the events of 1951-53. Interest centers on the discovery of 
the most advantageous balance that can be made between monetary 
and fiscal policy as they relate to the maintenance of high-level employ- 
ment and reasonably stable prices. 

Hansen holds that monetary policy must, because of its nature in a 
modern economy, play a modest and supporting role, with an eye pri- 


5. A. H. Hansen, ‘Monetary Policy,” Review of Economics and Statistics, XX XVII, 
No. 2 (May, 1955), 114 f. 
6. Monetary Theory and Fiscal Policy (New York: McGraw-Hill, 1949), pp. 160 f. 


7. “Postscript to ‘The Controversy over Monetary Policy,’ ’’ Review of Economics and 
Statistics, XX XIII (November, 1951), 316-17. 


8. L. V., Chandler, “Controversy over Monetary Policy: The Place of Monetary Policy 
in the Stabilization Program,’’ Review of Economics and Statistics, XXXIII (November, 
1951), 186. 
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marily to the long-run support of business confidence. His basic conclu- 
sion is that monetary policy is too weak to be effective unless used very 
vigorously, in which case it precipitates an economic “tailspin.’”® 

If the events of 1951-53 could be read only as a successful contain- 
ment of quite powerful expansionary forces by a moderate and resilient 
monetary policy, Hansen’s conclusion could not stand. Unfortunately, 
neither reading is definitive. Consequently, a deductive approach is 
unavoidable. 

Two stages of analysis are involved: one that leads to the conclusion 
that conditions can be maintained in modern economy in which mone- 
tary policy can be used in a flexible manner in the short run to contain 
inflationary pressures without serious side effects; and a second which 
suggests during periods of full employment and relatively stable price 
levels it is better social policy to place monetary policy in opposition to 
fiscal policy by insuring the existence of mild to moderate inflationary 
pressures which are to be contained by mild to moderately restrictive 
monetary action. 


EVALUATION OF HANSEN’S VIEW 


Hansen’s mistrust of discretionary monetary policy is apparently 
lodged in two judgments. The first is that modern society has evolved 
“money substitutes” and near moneys so abundantly as to render over- 
all control of the volume of money by banks most inexact. He states 
that so long as business confidence is unimpaired, the restriction of bank 
lending will be offset virtually in its entirety with other sources of funds. 
Once confidence is impaired, to be sure, these will dry up, and the “‘tail- 
spin” will result, but until that time, these sources will be adequate.'° 

The theoretical basis for this argument is not evident in his book, al- 
though illustrative cases are offered. The 1939-50 experience does tend 
to support the first part of his judgment—that monetary policy is weak 
when used alone to restrict spending. But it was during this time that 
banks enjoyed very large excess reserves and/or substantial holdings 
of assets which were convertible into reserves. Under such conditions, 
monetary policy is indeed weak. These conditions no longer exist, nor is 
it reasonable to suppose that they must again come into existence in 
modern economies. The events of 1919-20 and 1927-29 are subject to 

9. Monetary Theory and Fiscal Policy, pp. 150f., 161f. Also “Monetary Policy,” 
Review of Economics and Statistics, XXXVII (May, 1955), 114-20. 


10. Monetary Theory and Fiscal Policy, pp. 161 f.; Indeed, Hansen goes so far here as to 
say that the monetary modus operandi is via a “shattering” of financial confidence. See also, 
Review of Economic Statistics, p. 110. 
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more than one interpretation, and cannot serve as a proof of weakness 
of monetary policy under all modern conditions." 

Hansen’s second reason for mistrust is that monetary control will be 
ineffective if it affects speculative and liquidity uses of funds rather 
than transactions uses.” This is the reverse side of the coin offered in his 
first judgment. When new bank money is available it may be absorbed 
in increased liquidity and speculation rather than transactions, and 
when new bank money is less available, liquid balances can be drawn 
upon. 

The weakness of less-than-catastrophic monetary policy would seem 
to rest, in Hansen’s eyes, upon his view of the nature of liquidity prefer- 
ence and marginal efficiency of capital in an advanced economy. This in 
turn would appear to rest upon a prediction concerning the actual appli- 
cation of fiscal policy. 


KEYNESIAN INTERPRETATION OF MONETARY CONTROL 


There is nothing in the Keynesian theoretical analysis which suggests 
that monetary policy must be either impotent or catastrophic in the 
latter part of booms. Rather, it suggests that in the proper environment 
it can be an effective control capable of rather fine adjustment. More 
important, it suggests that a proper fiscal policy can create and main- 
tain the proper environment.,Government investment and tax policy 
can be used to shift the marginal efficiency of capital upward.'* As it is 
so shifted the money supply can be contracted without reducing income 
or employment. In such circumstances, liquidity preference will be less 
completely satisfied and interest rates will rise. At somewhat higher 
interest rates, monetary policy is restored to an effective role in the 
determination of national income and employment. A higher rate then 
rations loanable funds, excluding from financing many that would seem 
profitable to entrepreneurs at lower rates. Moreover, if the rate is high 
enough, lowering it will be less likely to have the perverse effect of in- 
creasing capital values, feared by Hansen, which might result in an 
absorption of funds without increasing output or employment. 

Hansen is correct in saying that monetary policy may be too weak 
and that it may lead to catastrophic results. It is especially apt to be 

11. Hansen seems to admit the validity of this point when he writes, “It is one thing 
to talk about credit restriction when banks are fully loaned up (as in the 1920’s) and where 


neither the public nor the banks hold a large quantity of securities; it is quite another when 


the community is possessed of a large volume of liquid assets’”’ (Monetary Theory and Fiscal 
Policy, p. 163). 


12. Ibid., p. 194 and note. 


13. Cf. John G. Gurley, “Fiscal Policy in a Growing Economy,” Journal of Political 
Economy, LXI, No. 6 (December, 1953), 531 f. 
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weak if inflationary pressures are strong, the public and banks have 
large supplies of liquid reserves, and fiscal policy continues to aggravate 
rather than moderate the inflation. Its use can precipitate a recession if 
inflationary pressures are weak or absent and confidence can be easily 
shattered. But combined monetary and fiscal policy may be able to 
avoid such situations, in which case monetary policy may possess suf- 
ficient strength to play an important role. 


ROLE OF MONETARY POLICY 


This role may not be the one advocated by Hansen. By taking the 
position that monetary policy should always supplement and never 
oppose fiscal policy, he puts himself in the position of having to rely 
upon the existence of “natural” forces against which policy may be 
opposed. In practice he comes close to taking a view opposite to that of 
the classical economists. 

To the classical, the abiding problem, which became acute during 
crises, was inflation. Inflation was the despoiler, and restriction of 
money supply by various devices the main answer. The quick response 
to gold movements, for example, assumed a buoyant investment de- 
mand, which was held in check by tying money and credit to the quan- 
tity of gold, interest-rate rationing, and balanced governmental 
budgets. 

The classical monetary control system made sense so long as the 
“natural” pressures toward inflation were in fact reliable and strong so 
that cyclical irregularities could be moderated by altering the avail- 
ability of funds and interest rates. As Harris suggested in the previous 
quotation, modern skepticism regarding the classical control system is 
far less a distrust of the reliability of the restrictive devices than it is a 
distrust of the strength and constancy of the inflationary pressures. 

Hansen tends, on the other hand, to find “natural’’ pressures toward 
stagnation, or at least a retarded rate of growth. To Hansen, the abid- 
ing problem is unemployment which tends to be minimized only during 
the boom. For this reason he sees monetary restriction as largely re- 
dundant and certainly secondary to more direct influence on invest- 
ment. Thus reliance is placed upon a generally expansionary fiscal pol- 
icy and the least restrictive monetary policy to oppose this pervasive 
downward pressure with variations in fiscal policy to counteract cyclical 
irregularities.'* 

14. The classical and the Keynesian systems are comparable to the ordinary thermo- 
static control used in home cooling on one hand and home heating on the other. The classi 
cal “turns on the cooler’ when the temperatures rise too high, but is useless, or nearly so, 


when they fall too low. It depends, for stability, upon a “natural” upward pressure. The 
Keynesian system on the other hand “turns on the heat” when things get too cool, but 
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THE THEsIS 


This paper argues that fluctuations from minimum levels of unem- 
ployment and price stability will be reduced below those associated 
with Hansen’s prescription, if rather than keeping funds easily avail- 
able and minimizing the expansionary fiscal pressures from government 
during periods of full employment, the fiscal and monetary forces be 
placed in opposition to each other with the monetary ones exerting a 
rather firm downward pressure against a continuing resilient effective 
demand.” | 

Control involves a balance of contrary tendencies. These can be ob- 
served in the physiological control systems of organisms as well as in 
mechanics, electronics, business, politics and elsewhere.'® 


seems to be difficult to apply effectively to reduce temperatures when they are “‘naturally”’ 
too high. 

The present suggestion is that these be combined so as to more effectively narrow ab- 
berations from desired conditions. Unlike the classical system it does not depend upon a 
virtually insatiable ‘natural’? demand for funds by private investors at all times. Upward 
pressures can be increased by government investments and transfers financed by new 
money if deemed advisable. Unlike the Keynesian or “‘Hansenian” system it does not de- 
pend for stability largely upon a “natural’’ and ubiquitous tendency toward an inadequate 
effective demand. Rather it provides an important place for agencies designed to control 
a substantial effective demand. The analogy also suggests that disastrous “surge’’ phenome- 
na may be engendered if the limits are moved too close together so that the controls rein- 
force rather than limit each other at critical points. 


15. It is surprising that this combination of policies has not been widely acclaimed dur- 
ing the past eight years, for it amounts to a direct extension of standard textbook conclu- 
ions. They are: (1) while fiscal policy is uniquely effective in stimulating a recovery and, 
in principle, equally effective against inflations; (2) monetary policy, on the other hand, 
has proved to be dangerously weak when used against recessions, but is effective, at least 
in principle, and from recent experience also in practice, against inflations. 


16. An elaboration of a well-known but loose analogy between kite flying and the prob- 
lem and limitations confronting monetary authorities may be helpful. Granted that the 
wind (effective demand) is sufficiently (but not too) strong, the altitude of the kite (the 
price level) can be regulated by letting out or by taking in string (making money more or 
less readily available) as the wind blows with lesser or greater force. If the wind becomes 
too gentle, playing out more string will weigh the kite down somewhat rather than in- 
creasing its altitude. Certainly, it cannot be pushed up by pushing the string. So long as 
the kite flyer is stationary, all of the power must come from the wind. The string is effec- 
tive only as a restraining device that channels the wind’s power by bringing about a bal- 
ance between the propelling and restraining elements that control the behavior of the kite. 
While pushing the string cannot increase the air speed of the kite, pulling it can. If the kite 
flyer (monetary authority) is mounted on a truck (fiscal policy) which adds to or subtracts 
from the air speed of the kite (controlled effective demand) by driving into (“‘deficit” policy) 
or with (“surplus”’ policy) the wind, the kite can be kept at the prescribed height even if 
there is no natural wind or if a gale is blowing. The string’s function remains essential. The 
forces of the wind and the truck must be channeled by the string if the kite is to fly. Since 
the air speed of the kite will be more nearly constant if the truck is wisely driven, the ten- 
sion on the string will be more stable. Closer control would then be possible along with a 
reduction in the amount of slack necessary to prevent inflation and/or direct controls. 
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DISADVANTAGES OF USING MONETARY Po.ticy To SUPPORT 
FISCAL POLICY IN PROSPERITY 


Hansen’s reliance on fiscal policy for short-run adjustments in effec- 
tive demand weakens the restrictive power of the monetary authority 
rather than strengthening the upward pressures and making those 
pressures more reliable in the later stages of prosperous periods. In so 
doing, it tends to shorten the period of full employment and may in- 
crease the amplitude of cyclical fluctuations beyond the unavoidable 
minimum. These effects come about in various ways. 


A. EXPECTATIONS 


A policy of keeping credit easily available while using discretionary 
activity to more nearly balance, or overbalance, the federal budget in 
times of peak employment calls for a change of fiscal policy from one 
that supports business activity to one that calls further support into 
question once a recovery has brought full employment and any accom- 
panying price increase has ended. To be sure, there is the further impli- 
cation that the government will be standing alertly by, ready to take 
action if a recession should appear, but in the meantime continued high 
levels of investment are expected in the face of softening markets in 
some areas. If interest rates and the availability of money have been 
restricted in the early part of a boom, they would be liberalized in its 
later stages to help maintain investment and consumer spending by 
making feasible projects having lower prospective returns. But actual 
additions to upward pressures designed to shift the marginal efficiency 
of capital upward are minimized. This may indeed prolong the period of 
full employment somewhat, but it means that the apparent backlog of 
projects which are being deferred as a result of bank policy becomes 
thin. The very availability of money suggests that investment oppor- 
tunities are becoming relatively scarce. 

Under such circumstances confidence in future markets is under- 
mined and a sharp reduction of inventories (the accumulation of which 
may have been accentuated by easy money and low interest rates dur- 
ing the early part of the boom) is encouraged, along with the deflation- 
ary spiral which it could induce. Thus government policy may contrib- 
ute to a leftward shift of the marginal efficiency of capital. 


B. FLEXIBILITY 


Hansen relies primarily upon the flexibility of fiscal action. But ef- 
forts to go beyond built-in flexibility in order to meet specific situations 
seem almost certain to involve presidential discretion and congressional 








ww «UCN al ™ 


—™~s YF K wr ew TY 


f 
df 


1S 


al 








Monetary vs. Fiscal Policy at Full Employment 9 


action. The compromise of differences of opinion required by this proc- 
ess not only injects an added element of uncertainty but permits situa- 
tions to deteriorate before action is taken. 


C. INTEREST RATES 


Hansen’s prescription calls for making money more easily available 
as the inflationary pressures wane in the later stages of a period of full 
employment. If this results in lower rates of interest, it may conceivably 
prove to be a liability. The lower the initial rate, the more capital values 
are affected by a given change in the rate of interest. If interest rates 
fall from a low level, they may increase capital values sufficiently to di- 
vert funds from employment-generating to speculative uses. The effect 
of such variation may not be serious. Nevertheless, Hansen’s reluctance 
to permit interest rates to vary because of their effect on capital values 
rests in part on the fact that such variations would occur from a low 
level.” 


CONCLUSION 


In a word, Hansen’s policy recommendation strives for a “‘pressure- 
less” condition during periods of full employment and price stability. 
It is pressureless in the sense that the upward pressures from govern- 
ment fiscal policies are converted into zero or minus quantities by de- 
liberate and professionally advised action, and this tends to reduce 
other upward pressures. On the other hand, the downward pressures 
exercised by monetary authorities are also kept at a minimum by mak- 
ing money as freely and as cheaply available as possible. The result is a 
delicate and unreliable balance between insubstantial forces which may 
be upset by minor fortuitous events. Such a situation is not likely to 
inspire confidence that an adverse development will not go rather far 
before it can be checked. 


An ALTERNATIVE POLICY 


If the broad outlines of the criticism presented above are correct, a 
different policy is suggested. Its main feature is the maintenance of a 
balance between moderately inflationary and moderately deflationary 
pressures during periods of full employment. 

Perhaps the most straightforward way to institutionalize the upward 
pressures would be to give to a fiscal authority the over-riding task of 
seeing to it that a resilient over-all demand for goods is maintained at 
all times. Its major guide for action would be the level of unemploy- 


17. ‘Monetary Theory and Policy,” op. cit., p. 110. 
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ment. Ideally, this would involve estimating the slack, the fiscal pres- 
sures of private domestic, non-federal governmental, and international 
demands, and the formulation of a federal fiscal policy appropriate to 
yield absorption or more than absorption of the slack. 

This does not mean that the federal budget would always be unbal- 
anced, or even that it would necessarily be unbalanced over the cycle. 
Only a true believer in secular stagnation would find such a conclusion 
inevitable. Nevertheless, a secular rise in the debt would be a probabil- 
ity. This, in itself, is not a matter of concern. As output grows, the 
money supply needs augmentation. This is recognized by economists of 
such diverse views as Hansen and Friedman. Such an increase may be 
more reliably supported by federal rather than by private debt. In any 
case, the objective of federal fiscal policy would be unambiguous. Only 
when the total upward pressures were strong enough to strain at least 
mildly the downward pressing monetary controls would the fiscal 
powers be deliberately adjusted so as to reduce the federal govern- 
ment’s contribution to effective demand. 

The downward pressures might best be institutionalized in the Fed- 
eral Reserve System. Its major (but not exclusive) guide for action 
would be related to wholesale or retail price levels. 

A restriction upon the supply of credit in the face of substantial and 
continuing demands for it would be expected to influence the rate of in- 
terest. It is clear that except when interest rates are held down by gov- 
ernment pressure to expand M, as was the case in the United States 
between 1941 and 1951, minimal rates of interest reflect a relatively 
weak demand for money. But this proposal emphasizes the rationing of 
funds, not the interest cost to the firms, as a basic device for containing 
inflationary pressures. An interest rate can be above a minimal level 
without being high, and there is nothing to be said in favor of maintain- 
ing such heavy fiscal pressure as to require a high interest rate. Recent 
experience suggests that an active monetary policy may be effective 
without resorting to high rates. 

There is a wide range of fiscal and monetary behavior which would be 
consistent with the spirit of this proposal. In particular there is the 
variety of possible fiscal policies. The basic choice is between varying 
expenditures as opposed to taxes. Either would, presumably, be effec- 
tive if carried out with sufficient vigor now that the federal budget is 
such a large part of the gross national product. The author agrees with 
those who would prefer to vary taxes and expenditure without expand- 
ing the productive activities of government. Not all government ex- 
penditures have this effect, and at least three types of expenditure, sug- 
gested in the discussions that immediately followed the war, offer vir- 
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tually boundless opportunities without invoking government ownership 
or operation. One is a consumer subsidy program.'* A variant that 
would grant some type of subsidy but which would be conditional upon 
maintaining at least some (high) minimal output is also worth atten- 
tion. A second is the direct government investment or government 
guaranties of private investment in foreign nations, which would work 
to narrow the gap between our productivity and theirs. Finally, the 
possibility of monetizing especially the privately held but also the 
bank-held debt, either by money issue or by virtually interest-free com- 
pulsory loans from the Federal Reserve System, merits further study. 

If the basic problem is seen as an insufficient effective demand, the 
inflationary danger from monetization is minimized for two reasons. In 
the first place, the extent of the monetization is limited by the quantity 
of outstanding securities. If that were all, there would be considerable 
danger that such a scheme would be “seen through” by an irresponsible 
Congress, which would always find reasons to vote minimal taxes and 
to finance government expenditures by borrowing in an inflationary 
way until the debt was large, and then pay off the debt by money issue 
(in a further inflationary way). But the danger of inflationary finance 
was avoided under the traditional controls by establishing objective 
and understandable criteria for proper action which, although violated 
at times, nevertheless disciplined the lawmakers. The present proposal 
provides the government and the Federal Reserve System with objec- 
tive and widely understandable criteria. It provides both the “whistle” 
and the “gong”’ dramatized by A. G. Hart’® and goes further to provide 
instructions as to what to do when both sound at once—namely in- 
crease both kinds of pressures with emphasis upon the restrictive mone- 
tary ones.”° 





18. Lloyd W. Mints, “A Symposium on Fiscal and Monetary Policy,” op. cét., pp. 66-67, 
and M. Kalecki, “Economics of Full Employment,” op. cit. 


19. A. G. Hart, Money, Debt and Economic Activity (2d Ed.; New York: Prentice-Hall, 
1953), pp. 293 f. 


20. If the thesis presented in this paper is correct, it should be possible to demonstrate 
why the type of policy criticized bere results in weak booms and sharp recessions, and how 
they can be avoided or reduced by the suggested change of policy. The 1937 recession pro- 
vides an example, albeit »ne with numerous and unique characteristics. 

In 1937 wages and prices were rising rapidly and unemployment, although large, was 
falling. Private investment demand, however, contained a considerable amount of inventory 
accumulation (which may have been stimulated by very low rates of interest and easily 
available money). In retrospect it appears that assurance of a strong demand for goods was 
needed if private investment were to cortinue at a high rate. Yet at that critical time credit 
was tightened somewhat and the federal spending program was rapidly curtailed so that 
for a month or so the treasury produced a surplus. This co-ordinated effort to stop the rapid 
price rise and wage increases and earn a budget surplus was not successful. It did stop the 
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DISCUSSION OF THE PROPOSAL: ADVANTAGES 


Certain advantages of this proposal can be put forward. 

1. Recent experience suggests that monetary controls can hold 
prices stable in the face of considerable inflationary pressure from 
budget deficits and other sources and a very low level of unemploy- 
ment.” 

2. It places emphasis upon maintaining high-level activity rather 
than fighting recessions, and in so doing provides a more reliable basis 
for continuing favorable expectations on the part of investors and 
entrepreneurs. 

3. It permits the fixing of fiscal policy upon a somewhat longer-term 
basis without neglecting shorter-term controls. It conforms to the prin- 
ciples of a good control system, i.e., a balance between substantial 
contrary forces, each of which is subject to controls. 


SOME OBJECTIONS CONSIDERED 
A. DISCRETION UNDESIRABLE? 


Milton Friedman” has argued that discretionary policy is more 
likely to destabilize economic conditions than to stabilize them. He has 
advanced a proposal for built-in stability involving: (1) 100 per cent 
money with government deficits or surpluses offset by direct expansion 
or contraction of the money supply; (2) non-cyclical federal spending; 
(3) predetermined rates of transfer payments; and (4) reliance upon a 
progressive income tax. 


price rise but at the cost of increased unemployment and falling production. Thus it prob- 
ably did not minimize the deficit over a longer period. 

One cannot say with certainty that restricting the availability of loan funds, during 
early 1937, with its consequent pressure on business to liquidate inventories, coupled with 
continued federal deficits to support the market demand would have yielded better re- 
sults. But it is at least plausible that in 1937 the recession would have been more moderate, 
the recovery quicker, and the price rise that preceded the recession less abrupt if, when 
prices and wages began to rise, credit had been restrained while the fiscal stimulation had 
been continued. In any case, it seems clear that it was as unwise to restrict both when 
businessmen were overextended as it would have been to have done nothing about the in- 
creasing prices, inventories, and wage rates in the face of continuing large-scale unem- 
ployment. 


21. The policies actually followed by the U.K., and the U.S.A., since 1951-52 accord 
rather closely to those proposed here. For a succinct comment on the English economy 
focused on the revival of personal savings, see The Economist, July 3, 1954, pp. 47-49. 
The discrepancy between the events of 1951-53 and expectations based upon the Hansen’s 
“prescription” provided a stimulus for this paper. 


22. Milton Friedman, Essays in Positive Economics (University of Chicago Press, 
1953), pp. 117-57. This section entitled ‘““A Monetary and Fiscal Framework for Economic 
Stability” was first published in the American Economic Review (June, 1948). 


Monetary vs. Fiscal Policy at Full Employment 13 


His proposal has a number of elements in common with the one ad- 
vanced here. It recognizes the fundamental problem of stability to be 
control of the supply of money, and also that government expenditures 
are a proper basis for increasing the supply of money. In addition, he 
discusses the probable desirability of increasing the quantity of money 
annually to facilitate private production at constant prices. Neverthe- 
less, in spite of the rather drastic alterations proposed, Friedman prom- 
ises only that the government will act in the right direction and that a 
proper basis will be laid for further action. He does not promise more 
since, in his own words, his proposal “. .. may establish a climate 
favorable to irresponsible action [and] may not succeed in reducing 
cyclical fluctuations to tolerable proportions.” 

Such unhappy results would certainly lead to a renewal of discretion- 
ary activity, and no guide is offered for its use by Friedman. It seems 
appropriate that a more modest proposal to simplify and strengthen the 
discretionary duties of the fiscal and monetary authorities be given 
priority over a proposal to abolish one and disarm the other by routiniz- 
ing it. In the past twenty years there have been times when incorrect 
action has not depended on incorrect forecasts of the situation but 
rather has depended on a lack of confidence in the government’s resolu- 
tion to contain or, alternatively, to revive the upward pressures. This 
lack of resolution seems at times to reflect a fear of an increased deficit 
due in large part to a reluctance to do what Friedman suggests, i.e., 
monetize the federal governament’s debt. 


B. PRODUCE OVERLIQUIDITY? 


It may be argued that if Hansen’s prognosis is correct, the proposal 
made here must eventually produce an uncontrollable inflation due to 
overliquidity and the weakness of monetary policy. The lack of control 
would come as a result of strong upward pressures from the private 
sector and would be uncontrollable by the monetary authorities be- 
cause of the inelasticity of the demand for loans and, perhaps, more 
importantly, of the increasing ability of large enterprises to finance 
themselves without resort to the banks. 

There is no final answer to this criticism, but three counterpoints 
should be noted. (1) The proposal relies upon the restriction of bank 
lending, not the rate of interest. Such restriction puts complementary 
pressures upon the self-financed firms through increased requests for 
credit by their suppliers and customers and improved alternative uses 
for any liquid funds they may have planned to “plow in.” (2) Under 
such circumstances, the fiscal authority’s rule—that it make sure that 
there is an adequate demand for loanable funds—is clearly consistent 
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with budget surpluses even larger than those which might be urged 
following Hansen’s analysis. (3) If the larger firms become virtual 
bankers as well, Federal Reserve authority could be extended to cover 
their banking activities. In any case, Hansen’s own “prescription” 
would produce similar results in the same situation although perhaps at 
a more leisurely pace. 


C. FAVORS LARGE FIRMS 


This proposal may grant large firms an advantage since it is probable 
that small and moderate-sized firms are more dependent on bank 
financing. If interest rates are not an important cost to firms, this 
favoritism must take the form of biased rationing by the banking sys- 
tem and could be offset in part by special banking institutions for small 
business following the patterns already at hand. Moreover, any possible 
disadvantage of this sort must be weighed against the advantage of a 
more consistent, firmer market in which smaller firms might find im- 
proved survival values. Finally, a higher and more stable level of em- 
ployment and improved control over the level of prices may be worth 
some sacrifices, even of this sort. 

D. THE RATE OF INVESTMENT 

There is the possibility that the somewhat restricted availability of 
money under full employment advocated in this proposal may shift 
national income from investment toward consumption. Even if real- 


ized, this may not be a bad result. But it may not be realized, since the 
average level of income would also presumably be raised. 


E. WEAK POSITION OF MONETARY AUTHORITIES 


Finally, it may be argued that the monetary authorities are so few 
and so exposed that they cannot carry the weight of responsibility we 
would require of them. 

It has sometimes seemed that the monetary authorities have been 
placed in the position of denying funds when the most lucrative oppor- 
tunities beckoned. The result, it is charged, has been to bring an actual 
downturn which they could not offset. Yet the prestige of monetary 
authorities is today strong and growing in spite of just these charges. 
Their position should become more tenable if they are placed in a suit- 
able environment by appropriate fiscal action so as to prolong booms 
and ameliorate recessions. In any case, the present Federal Reserve 
Board seems almost insensitive to this problem. It has held excess re- 
serves to low levels even during the mild recession of 1954, when a more 
liberal policy might have been well-advised as well as politic. 
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CONCLUSION 


The monetary-fiscal boom-time policy recommended by one of 
America’s leading cycle theorists may unnecessarily weaken the boom 
and therefore require a larger level of unemployment than necessary to 
maintain a stable price level in the absence of restrictions on the labor 
market. Both recent experience and logic suggest that a more effective 
policy might be to balance moderately inflationary fiscal pressures 
against moderately deflationary monetary pressures during periods of 
high employment and stable prices. 








THE USE OF SMALL AREA INCOME ESTIMATES 
IN MUNICIPAL CREDIT ANALYSIS 


Joun W. Bowyer, Jr. 


Washington University 


STANDARD PRACTICE for years has been to place major emphasis on 
property taxes and property values in appraising the credit worthiness 
of municipal bonds. Changes in the tax structure of state and local 
governments during the last two decades cast doubt on the efficacy of 
this type of appraisal under today’s conditions. 

Sources of state and local government revenue have shifted from 
“property oriented” taxes and continue to shift to “income oriented”’ 
taxes such as sales, license, and income taxes. Personal and real prop- 
erty taxes, at one time the major source of revenue, now constitute a 
considerably less important part of state and municipal income than 
they did prior to World War II. Evidence of the importance of this 
shift is provided in the conclusions of a study of the tax systems of 
local governments in Iowa and the six surrounding states which indi- 
cate that “revenues from property taxes account for a somewhat 
smaller share of total tax revenues.’”! 

Since this change appears to be permanent, and gives every indica- 
tion of assuming even greater importance in the future, it should be 
recognized in the analysis of municipal bonds as investments. Meas- 
ures of debt-paying ability based on property taxes and assessed valu- 
ations do not seem to be adequate in the evaluation of municipal 
credit. Because of the shift from property taxes to taxes having as 
their source the income of the inhabitants of the area, municipal abil- 
ity to service outstanding debt is often more a function of the individ- 
ual income receipts than of property values.” A technique of municipal 
credit appraisal should therefore place more emphasis on aggregate 
individual income of the local government area. 

Generally the statistical tools that are used in making an analysis 

1. Robert H. Johnson and Lewis E. Wagner, A Comparative Study of the Tax Systems 
of Iowa and Surrounding States (“Studies in Business and Economics, New Series,” No. 3; 


Iowa City: Bureau of Business and Economic Research, State University of Iowa, June, 
1952), pp. 26-28. 


2. In some cases this change is not significant because the state laws do not allow the 
municipalities to use “income oriented” taxes and therefore the property tax remains the 
principal source of revenue. 
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of municipal bonds are (1) the ratio of property valuations to the 
amount of debt outstanding, (2) the property tax levy, and (3) the 
rate of property tax delinquency. The efficacy of a municipal credit 
analysis technique using these tools depends on the idea that the 
property tax provides most of the local government revenue. This 
assumption is of doubtful validity because of the decline in the rela- 
tive importance of the property tax as a source of local government 
revenues. In 1913, the property tax provided 78 per cent of the total 
local government revenue; in 1932 it was 73 per cent; by 1949 it had 
dropped to 53 per cent.* 

Numerous and extensive variations exist in the pattern of local gov- 
ernment revenue sources. Parkersburg, West Virginia, and New Or- 
leans, Louisiana, for example, get a very small percentage of their 
total revenue from the property tax, while rural areas often obtain a 
large proportion of their total revenue from these sources. In general, 
however, there has been a tendency for non-property taxes to become 
an increasingly important source of local government revenue. 

The treatment of the analysis of municipal bonds in investment lit- 
erature, however, has not changed appreciably in the last thirty 
years. Almost no cognizance has been taken of the important fact that 
there have been significant changes in the composition of local govern- 
ment revenues which make the traditional tests of local government 
credit capacity of doubtful validity. Actually, it is questionable if the 
original tests of local government credit capacity would be acceptable 
under careful scrutiny, even if this shift in local revenue sources were 
not taking place. Many of the tests used as aids in reaching a decision 
about the credit capacity of a municipality were based on such broad 
and sweeping assumptions that they are of questionable value. Conse- 
quently, a critical appraisal of the conventional tests and techniques 
seems past due. 


THE FRAMEWORK OF MUNICIPAL CREDIT ANALYSIS 


It is axiomatic that a local government’s ability to pay indebted- 
ness is limited by its ability to collect tax revenues. Its ability to col- 
lect taxes is, in turn, limited by the income receipts of the residents, 
inhabitants, and businesses of the area under the jurisdiction of the 
local government. 

The taxing power of the local government is not complete in the 
sense that it is limited by (1) the living requirements of the inhabit- 
ants and (2) the tax levies of higher echelons of government which 


3. Conceivably municipal debt could be serviced from federal and state grants-in-aid, 
but this is very unlikely. 
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have precedence over local government levies. These limitations on 
the local government’s taxing power are usually assumed implicitly 
and are not the basis for analysis.‘ Tax revenues, including prorated 
state government taxes, represent the total funds available for local 
government revenue and can be referred to the local government’s 
fiscal capacity. The maximum attainable fiscal capacity of the local 
government can be expressed in the following formula: 


Total Income of the Area’—Living Requirements of the Inhabitants*— 
Tax Levies of Higher Echelons of Government = Discretionary Income 
Available for Local Revenue Collections 


This discretionary income provides the starting point for examining 
the standard tools of testing local government debt-paying ability. 
Since discretionary income appears to be a key to municipal credit 
analysis, an examination of the standard tests to determine how 
closely they approximate or measure this discretionary income should 
be meaningful. 

What are the standard tests of local government debt-paying abil- 
ity? How closely do they come to measuring discretionary income? 

These tests of local government debt-paying ability fall into two 
general classifications: (1) measures of ability to pay, and (2) meas- 
ures of the efficiency of fiscal administration of the local government 
unit. 

A development of the discretionary income concept would only 
serve to supplant or supplement the measures of ability to pay, be- 
cause the measures of efficiency of the fiscal administration would still 
be necessary no matter what measure of economic capacity were used. 
A measure of ability to pay is, in fact, merely a measure of the poten- 
tial of the economy in the area encompassed by the local government 


4. An exception to this can be found in some states where the state governments have 
imposed state constitutional or statutory limitations on the taxing power of the local gov- 
ernments. 


5. Small area income data can be obtained from Sales Management magazine’s Survey 
of Buying Power. These data are not perfect estimates of income for this purpose but they 
do provide relative measures of the economic capacity of the area. This problem of esti- 
mating small area income is another entire field of investigation. See W. M. Adamson, 
Income in Counties of Alabama (Bureau of Business Research [multilith], University of 
Alabama, University, Alabama, 1939); Lewis C. Copeland, Methods for Estimating Income 
Payments in Counties (Bureau of Population and Economic Research, University of Vir- 
ginia, Charlottesville, 1952). 


6. Conceptually, the computation of living requirements spending presents problems on 
a small area basis, because of the diversity of levels of income and distribution of incomes 
from one area to another. However, considerable study of the problem of estimating dis- 
cretionary income has been done. See Joseph H. White, “Discretionary Spending Power at 
Multiple Levels,” Journal of Marketing, XIII (July, 1948), 1-11. 
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unit. Therefore, an examination of the various tools of analysis used 
in conventional municipal credit analysis would involve primarily an 
examination of the measures of ability to pay.’ 
1. Measures of ability to pay 
a) Per capita debt 
b) Ratio of tax-supported debt to real and personal property valuations 
c) Ratio of net direct debt to governmental revenue 
d) Proportion of governmental revenue absorbed by debt service 
e) Over-all tax rate per $1,000 of assessed valuation 
f) Time series of current tax collections 
2. Measures of efficiency of fiscal administration 
a) Accumulated delinquency as percentage of tax levy 
b) Current delinquency as percentage of tax levy 


The use of per capita debt is an attempt to relate debt to a very 
broad measure of fiscal capacity, the area’s population. Population as 
such has significance as a measure of fiscal capacity only if some deter- 
mination is made concerning the level and distribution of income 
among the inhabitants of the area. Its significance as a relative meas- 
ure of debt-paying ability is limited because judgments must be made 
as to the differences in (1) the level of income of the population of var- 
ious areas and (2) the distribution of the income among that popula- 
tion. Obviously, the efficacy of such a measure is dependent on the 
judgment of the individual using it, which is simply begging the ques- 
tion. 

A large population, which would indicate a favorable debt-paying 
position if per capita debt is used as a measure, in some cases could 
hasten default. During the economic depression of the 1930’s, some 
large industrial cities were burdened with substantial relief expendi- 
tures which added to an already strained financial position and re- 
sulted in default on their bond issues. 

In any case, a relationship of an absolute debt figure to a measure 
of the economic well-being of the local government area is not a mean- 
ingful test. A large local government debt is not in itself burdensome. 
The debt service charges arising from the indebtedness cause local 
government defaults on debt. Skilful debt management of maturity 
schedules can considerably limit the impact of a given amount of debt 
upon the local government’s fiscal capacity. 

The ratio of tax-supported debt to real and personal property valu- 


7. The ideal measure of local government debt-paying ability could be found then in 
relating this “discretionary income”’ io total local government current revenues including 
debt service charges.This relationship would provide a basic relationship in municipal cred- 
it analysis which would be roughly comparable to the “times interest earned ratio” of cor- 
porate bond analysis. 
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ations, popularly known as the debt-to-property ratio, is used more 
frequently as a measure of debt-paying ability than any of those 
enumerated above. The somewhat obvious reason is that data for this 
measure are readily available. It relates debt to real and personal 
property valuation, however, and its validity is dependent on a series 
of rather doubtful assumptions. First, it is assumed that debt is paid 
only from property taxes. As noted earlier, the property tax is becom- 
ing less important as a source of local government revenue; that is, the 
assumption that property values represent a fairly accurate index of 
the fiscal capacity of the local government ignores the fact that only a 
portion of local government’s fiscal capacity is derived from property in- 
come. Then, also, property valuations represent capitalized property in- 
come, but are in most communities considerably less than this valua- 
tion. If these valuations were uniformly “understated,” they might be 
of value, but their comparability is limited because of wide differences 
in assessment procedures.*® 

In addition, the debt-to-property ratio has the same general weak- 
ness described in the examination of the per capita debt tool of analy- 
sis. The burden of the debt service charges on the discretionary in- 
come of the inhabitants of a local government area is assumed to be 
proportionate to the size of the principal amount of the debt. This 
assumption is not valid, because both (1) the interest costs on out- 
standing debt and (2) the rate of debt amortization vary. 

A time series of current tax collections is included in the classifica- 
tion of measures of debt-paying ability as a convenience. It is prob- 
ably incorrect to even classify it as a tool of analysis because the term 
“tool of analysis” suggests a relationship from which conclusions can 
be drawn. A time series of current tax collections is only a presenta- 
tion of raw data from which the analyst can draw conclusions about 
the general trend of tax collections. He must estimate the trend of 
income receipts of the area’s inhabitants to secure any real meaning 
from this series of data, unless he relates it to some measure of eco- 
nomic capacity. 

No matter how correct it may be conceptually, the listing of the 
over-all tax rate per $1,000 of assessed valuations is of little value as a 
tool of analysis, because the tax rate and the assessed property valua- 
tions are complementary. If assessed valuations are relatively high, 
tax levies will be low and vice versa. These data lack comparability 
between local government units because of the differences in assess- 
ment procedures and practices mentioned above. Also the time series 


8. Dun and Bradstreet’s Municipal Service Reports attempts to adjust assessed property 
valuations to “true’”’ valuations in order to get comparable debt-to-property ratios. 
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is of limited significance because of possible changes in property value 
assessment procedures from one year to the next. 

This tool of analysis, property taxes as a percentage of total reve- 
nue, suggests the over-all basic weakness of the measures used in 
Moody’s. An earlier brief examination of aggregate revenue of local 
government units indicates a shift away from the property tax as the 
basic source of revenue. In each of the measures of local government 
debt-paying ability generally used, it is assumed that property taxes 
have been the primary source of revenue. The property tax is becom- 
ing increasingly less important. Therefore the suitability of tools of 
analysis of local government ability to pay, using the property tax as 
a base, is questionable. These tools of analysis deny the existence of 
income other than property income, both cash receipts and imputed 
rents, and the local government’s powers to tax other types of income. 


SUGGESTED NEw ANALYSIS PROCEDURE 


The primary tool of analysis in determining the local government’s 
ability to pay indebtedness would seem to be a relationship between 
total local government net expenditures’ and the discretionary in- 
come of the area. 

The determination of total revenue is relatively simple, since the 
data are available in the local government’s financial statement. The 
discretionary income is, it will be recalled, derived from the aggregate 
income receipts of the area. The measure of discretionary income can- 
not be precise, but it is, nevertheless, possible to make estimates 
which are useful in appraising the relative debt-paying ability of local 
government units. 


DISCRETIONARY INCOME AND LocAL GOVERNMENT 
DEBT-PAYING ABILITY 


In a period of severe economic depression, the outer limits of dis- 
cretionary income for tax revenue is frequently approached by the 
local government units. This is evidenced by the fact that rates of cur- 
rent tax delinquency tend to rise during these periods. These general 
rises in tax delinquency may indicate a resistance to tax levies stem- 
ming from the fact that the discretionary income is being exhausted 
for tax purposes and the taxpayers are resisting present and possible 
future demands.”° Specific increases in the rate of current property tax 

9. Expenditures net of current borrowings must be used to show the relative drain on 
current income. 


10. For a discussion of state and local government tax yields in a depression, see H. M. 
Groves and C. H. Kahn, “The Stability of State and Local Tax Yields,” American Eco- 
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delinquency could be accounted for by the weakness in the fiscal ad- 
ministration of the governmental unit. However, general increases in 
tax delinquency would require some other explanation. Apparently, 
actual revenue collections approach the maximum amount which can 
possibly be collected. Sometimes the maximum fiscal capacity ac- 
tually seems to be reached as tax systems break down. This break- 
down cannot be explained entirely from the fact that discretionary 
income has been exhausted, but it would appear to be the primary 
cause. 

The closeness of local governments to maximum fiscal capacity, 
evidenced by rates of current and accumulated tax delinquency, ob- 
viously vary from local government unit to local government unit 
during a general economic depression. Despite these variations in 
rates of tax delinquency, one could assume as an analytical device 
that the percentage of total income receipts from the population of the 
local government area collected as local government revenue in the 
worst depression year—the year of lowest income receipts in recent 
times—would represent the maximum percentage of the area’s income 
receipts which could be collected in any future period. The computa- 
tion of discretionary income available for local revenue collections 
would then be a matter of applying this percentage to the estimated 
income receipts for future periods. It is recognized that the use of such 
a percentage in estimating current discretionary income would gen- 
erally result in an underestimation because (1) revenue collections of 
local governments in periods of depression did not completely exhaust 
discretionary income and (2) the marginal propensity to consume 
does not rise as fast as income receipts. Since the error is on the side of 
conservatism, it would be acceptable in security analysis." 

This discretionary income figure is then a measure of the relative 
maximum fiscal capacity of the local government units whose debt- 
paying ability is being analyzed. It must be assumed, however, in 
using these data that there have been no significant changes in the 
attitude of the taxpayers toward contributing to the support of their 
government, resulting from changes in the income pattern of the 


nomic Review, XLII (March, 1952), 87-102. This article indicates that the real problem 
of local governments is inflation, because of the income inelasticity of the basic revenue 
source—the property tax. However, the shift to “income oriented” revenue sources tends to 
make the income of local governments more elastic. 


11. This deficiency will tend to be offset, however, by the rise in federal income tax rates 
since the last major depression in national income which would tend to offset the lag in the 
marginal propensity to consume. 
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community, and that there have been no significant changes in the 
efficiency of the tax collection system of the local government. 

It is a simple matter then to calculate a measure of debt-paying 
ability by relating total tax revenues to the current discretionary in- 
come. A comparison of this measure of local government debt-paying 
ability for all local government units of the same type and population 
class will indicate the relative risk of the unit’s bonds as investments. 

Other measures can be computed from these discretionary income 
data that reflect to some extent on a local government unit’s debt- 
paying ability. The ratio of debt service charges to discretionary in- 
come then can be computed which will give an indication of the im- 
pact of the debt of the local government unit on the income available 
for payment of debt service charges. In fact, it would be helpful to 
relate all current expenditure components to these discretionary in- 
come data. 


SUMMARY 


Because of the shift in local government revenue sources from 
‘“‘property-oriented”’ revenues to “‘income-oriented”’ revenues, a re- 
examination of the conventional credit tests of local governments in- 
dicates that they are deficient. These deficiencies generally arise from 
the basic assumption that the primary source of all local government 
revenues is the property tax. 

Since most of the measures of debt-paying ability are based on the 
assumption that the property tax is the primary source of revenue, 
supplemental measures of debt-paying ability of local governmental 
units are needed. These supplemental measures can best be found by 
using discretionary income as the basic measure of fiscal capacity. The 
analyst can relate this discretionary income to various debt and ex- 
penditure data to derive supplementary measures of debt-paying abil- 
ity. The use of these supplementary measures together with the con- 
ventional measures of debt-paying ability will provide the analyst 
with a more complete set of guide posts in the process of making a 
credit decision. 








AN INTEGRATED MODEL FOR COMMERCIAL BANKS 


Davip A. ALHADEFF AND CHARLOTTE P. ALHADEFF 


I. INTRODUCTION 


BANKING PROBLEMS are conventionally discussed either under the 
heading of internal bank management or as an adjunct of monetary 
theory and policy. The former is concerned with the allocation of bank 
funds and with bank costs and earnings; the latter stresses particularly 
the effects on the money supply of bank lending and investing opera- 
tions. Both approaches are treated elsewhere and need not be repeated 
here. What does not exist is a model to integrate systematically the 
results of these two approaches. 

These two approaches to banking reflect the different interests of 
those who, on the one hand, are primarily interested in banking as a 
business, and those who, on the other hand, are primarily interested in 
banking, because bank operations affect the money supply, which, in 
turn, influences the kind and level of total economic activity. The re- 
sults of individual bank operations are summarized in the profit and 
loss statement for the bank; the effects of bank operations on the money 
supply are summarized in the balance sheet of the bank, particularly 
the relation between liquidity reserves and deposits. It is the purpose 
of this paper to present a model which systematically integrates both 
the income statement and balance sheet aspects of commercial bank 
operations. The model presented in this paper is thus a very useful 
device for examining the probable effects of alternative bank policies, 
like lending versus investing, making different kinds of loans, increasing 
or decreasing rates on time deposits, accepting or rejecting marginal 
business which does not cover its full cost, the desirability of holding 
excess reserves, etc. In addition, the model can serve to examine the 
impact on the individual bank of numerous external factors, like a 
change in reserve requirements, internal and external drains and return 
flows, open market operations by the central bank, actual or prospec- 
tive changes in interest-rate levels, etc. 


II. A DIAGRAMMATIC MODEL FOR COMMERCIAL BANKS 


Although it is not our purpose to review portfolio policy' in this 
paper, a few brief comments may help to clarify the ensuing discussion. 
1. For this information, cf., for example, Roland I. Robinson, The Management of Bank 


Funds (New York, 1951), or Robert G. Rodkey, Sound Policies for Bank Management 
(New York, 1944). 


24 





SAS O 


L- 


Oo 


11S 


nk 


ent 





An Integrated Model for Commercial Banks 25 


In determining portfolio composition, bankers generally avoid rate 
competition. At any moment of time, therefore, bankers accept the 
going rates for different kinds of credit and adjust their portfolios to 
existing rate schedules. Moreover, cost accounting is not sufficiently 
developed in most banks to permit precise cost allocation for different 
kinds of credit. As a result, fixed costs are not generally divided among 
the different products of a bank. Similarly, bankers appear to believe 
that, within the normal range of probable output variation, variable 
costs for different kinds of output are probably constant. Although the 
variable costs for different kinds of output are not likely to be known 
with precision, bankers do know in a rough way the ordinal ranking of 
the variable costs for different kinds of output. 

If portfolio composition were motivated exclusively by profit-maxi- 
mization in the simplest sense, and assuming perfect homogeneity 
within each credit category, bankers would produce each product as far 
as they could, giving priority to the product with highest markup over 
variable costs, and then proceeding to successively lower markup items.” 
Bankers produce different kinds of output partly because product spe- 
cialization is limited by the extent of the market for any given kind of 
loan.* The allocation of bank funds is partly determined by three other 
dominant considerations: liquidity, solvency, and legal considerations. 
Briefly, liquidity considerations affect portfolio composition by re- 
stricting the total volume of earning assets, and by forcing banks to 
hold part of their earning assets in comparatively low-yielding assets. 
Solvency considerations based on the risk of default losses affect 
profit-making in two direct ways: higher profits may be precluded by 
the arbitrary limitation on acceptable loan and investment risks, re- 
gardless of the risk premium; and higher profits may be precluded by 
diversification, which limits product specialization in high-profit assets 
within the selected risk categories. In general, legal considerations 
affect bank profits by limiting the total volume of earning assets in a 
bank, by limiting risks, by limiting specialization, by excluding certain 
categories of assets entirely, etc. 


2. In practice, this might be modified by business strategy and other considerations, 
just as the simplest descriptions of profit-maximization for single firm monopoly are, in 
practice, far more complex than is usually mentioned in the abstract, theoretical de- 
scription. 


3. For example, as of September, 1955, total loans were only 39 per cent of total assets 
of all commercial banks. Cf. Federal Reserve Bulletin (November, 1955), p. 1237. 


4. Diversification may also raise bank costs by sacrificing possible economies of spe- 
cialization. 
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THE MODIFIED PROFIT GRAPH 


With the preceding comments in mind, we can proceed to develop a 
model to combine the income statement and balance sheet aspects of 
commercial bank operations. The analysis of commercial bank opera- 
tions could be cast exclusively in terms of the variables of the economic 
theory of the firm, but the model derived in this way would be non- 
operational. In striving for an operational model, we have translated 
the concepts of the theory of the firm into variables which bankers deal 
with in their daily operations. The variables in our model include all 
the major items in the income statement and balance sheets of com- 
mercial banks. 

A preliminary difficulty in integrating the income and expense items 
with balance sheet items concerns the different time periods for the two 
sets of variables. The income statement summarizes the experience of 
a business over a definite period of time, whereas the balance sheet de- 
picts a cross section of the values of the business at a particular moment 
of time.® In other words, the income statement items are flow concepts, 
whereas the balance sheet items are stock concepts. The complications 
presented by the different periods can be overcome as follows. At any 
moment of time, a bank has certain balance sheet items. Most of the 
asset items and some liabilities generate income at a certain rate per 
period, and both assets and liabilities generate expenses at a certain 
rate per period. Thus, at any moment of time, depending on the rela- 
tion between earning rates and expenditure rates, the bank generates 
net profits (or losses) at some particular rate per period. By depicting 
income statement items as rates per period at any moment of time, we 
can legitimately combine income statement items with balance sheet 
items which are also given at any moment of time. By modifying the 
diagram, we can show a change in any of the variables of our problem. 
Thus, the diagrammatic model is accurate at any moment of time, and 
a series of adjusted diagrams accurately portray the bank’s situation 
over time. Moreover, if the time period of the diagram is the conven- 
tional accounting period of a year, and if the variables remain un- 
changed during this period, the income and expense rates shown in the 
diagram would coincide exactly with the absolute values for the income 
and expense items during the period. 

With these introductory observations, we can turn directly to the 
analysis of our model which attempts to integrate the balance sheet 
and income statement items. The major variables in this problem are 
listed in Table 1. 


5. Cf. Arthur S. Dewing, The Financial Policy of Corporations (4th Ed., New York, 
1941), I, 539-41 
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Balance sheet and income statement varibles can be integrated in at 
modified profit graph (Fig. 1). The x-axis of the modified profit graph 
is measured in dollars, and the y-axis is measured in dollars per period. 
The x-axis measures the different sources and uses of bank funds. The 
y-axis measures the income or expense associated with different vol- 
umes of funds (for both sources and uses) along the x-axis. The zero 
point along the y-axis indicates the break-even position of the bank, 
and is the base from which profits or losses are measured along the 


TABLE 1 


MAJOR BALANCE SHEET AND INCOME 
STATEMENT ITEMS 


MAJOR ASSETS 
Cash and due from banks 
Loans and discounts 
Investments 
MAJOR LIABILITIES 
Capital (including surplus, undivided profits, 
and reserves for losses) 
Time Deposits 
Demand Deposits 
Liability for borrowed funds 
SOURCES OF EARNINGS 
Interest and dividends on securities 
Interest and discount on loans 
Other charges on loans 
Service charges on deposits 
Other charges, fees, etc. 
Trust department earnings 
Miscellaneous earnings 
EXPENSES 
Officers’ salaries 
Non-executive wages and salaries 
Directors’ fees 
Interest on time deposits 
Interest on borrowed money 
Taxes other than income taxes 
Recurring depreciation 
Miscellaneous expenses 


vertical axis. A positive y-co-ordinate shows the amount of profits per 
period, and a negative y-co-ordinate shows the amount of losses per 
period from bank operations.’ 


6. For a good description of the profit graph as conventionally used, cf. Leonard A. 
Doyle, Economics of Business Enter prise (New York, 1952), chap. 9. 

7. Strictly speaking, the diagram shows the amount of net current earnings before in- 
come taxes. For brevity, these are called ‘‘profits.’’ Profits before income taxes (which we 
call “‘adjusted protits’’) are the diflerence between net current earnings before income taxes 
and the net balance of the net amount of recoveries, transfers to and from reserves, protits, 
losses, and charge-offs on loans, securities, and other assets. We call net profits after income 
taxes “final profits.” The items between profits and tinal profits are handled verbally 
rather than in the diagrammatic model. These different proiit concepts are based on the 
Federal Reserve tables of member bank earnings. Cf., for example, Federal Reserve Bulletin 
(May, 1955), p. 564. 
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SOURCES OF BANK FUNDS 


Every bank has a certain amount of basic fixed costs at zero levels of 
output. Of the expenses listed in Table 1, basic fixed costs include part 
of the officers’ salaries,* at least part of the non-executive wages and 
salaries (other than those associated with deposits), directors’ fees, 
taxes other than income taxes, recurring depreciation (other than on 
machinery and equipment to handle deposit accounts and process 
checks), and at least part of the miscellaneous expenses (e.g., heat, 
light, insurance, etc.). The sum of these basic fixed costs is measured 
by a negative y-intercept. In Figure 1, basic fixed costs are OF. 


























Dollars Dollars Dollars Dollars 
per per per per 
period period period period 
Profit 
Break-even line 
o-———————— — ) 
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Fic. 1.—Source and cost of bank funds 


The major sources of a bank’s funds® are capital (including surplus, 
undivided profits and reserves for losses) and (time and demand) de- 
posits.’° In the short run," we consider capital to be costless, because 
dividends are a residual disbursement from profits. A bank’s failure to 
pay dividends in any one year is not likely to force liquidation of the 
bank for the purpose of permanently withdrawing capital funds. In the 


8. In a smal] bank, with only one officer, all the officer’s salary would be included in 
basic fixed costs. 


9. Funds borrowed either from the Federal Reserve Banks or from other banks are 
considered at a later point. 


10. The deposits are the bank’s stable deposits, and not deposits which appear transito- 
rily after a loan transaction, but which are fairly promptly lost to the bank through adverse 
clearing balances. 


11. The analysis of this paper is short run in the usual sense of holding certain factors 
fixed. The discussion of fixed and variable factors follows shortly. 
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long run, however, bank capital definitely has a cost, and, if bank capi- 
tal does not earn what is considered a “normal” return, stockholders 
will permanently withdraw funds from the banking industry and seek 
alternative employment for those funds. Alternatively, bank capital 
can be considered to have a cost even in the short run, if practical con- 
siderations dictate paying a dividend each year. In that case, the 
amount of the dividend is the short-run cost of capital, and would be 
shown diagrammatically as a fixed cost.” 

Deposits are a more important source of funds than capital; neither 
time nor demand deposits are costless. Time deposit costs include de- 
preciation on bank machinery for time accounts, labor for these ac- 
counts, and interest paid on time deposits. Time deposits earn no 
directly compensating income. Demand deposit costs include labor 
costs for handling these deposits, and depreciation on machinery and 
equipment for processing checks. Demand deposits earn a directly 
compensating income in the form of service charges. Since it is generally 
conceded that service charges fail to cover the direct cost of demand 
accounts, we may presume that most banks incur net costs on demand 
accounts. The sum of the time deposit costs and the net demand de- 
posit costs is called the deposit cost. 

The nature of deposit costs is ambiguous, because deposit costs ex- 
hibit characteristics of both fixed and variable costs. A variable cost 
varies with short-run variations in output. For given reserve require- 
ments and a given deposit mix, deposit costs appear to satisfy the re- 
quirements of a variable cost, because the bank generally cannot in- 
crease output without a prior increase in deposits.’ On the other hand, 
a variable factor is variable at the discretion of the management. At 
any moment of time, however, a bank has no real option about making 
quick changes in its stable deposits. Indeed, it may carry some of these 
deposits unused (in the form of excess reserves) for years, even though 
they cost the bank money and the bank is not employing the funds in 
earning assets. From this viewpoint, deposit costs are like fixed costs. 
For graphical convenience in this paper, deposit costs are treated pri- 
marily like fixed costs, with a negative y-intercept. Changes in de- 
posit costs are assumed to be associated with changes in deposit vol- 
ume, and the different deposit costs are shown by different y-inter- 


12. Whether bank capital is considered to have a short-run cost or not is indifferent for 
the model; both cases can be handled with equal ease. 


13. There are, of course, certain circumstances under which earning assets can be in- 
creased without an increase in deposits. Cf. Lauchlin Currie, ‘“Treatment of Credit in Con- 
temporary Monetary Theory,” Journal of Political Economy (February, 1933), p. 62. Some 
of these are discussed at a later point. 
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cepts.'4 On a profit graph, the volume of capital (minus the amount of 
capital invested in fixed factors) and deposits is measured along the 
x-axis. The actual volume of capital and deposits is D,P in Figure 1. 
The net deposit cost is measured along the y-axis. The actual net de- 
posit cost is FD,. 

Two factors are unambiguously fixed in the short run: the basic 
fixed factors and the bank’s capital. Each imposes a quasi-independent 
restriction on the bank’s basic capacity in the short run. At any mo- 
ment of time, a given bank has a certain size building, a certain amount 
of machines and equipment, a permanent managerial staff, etc. These 
basic fixed factors limit the amount of deposits and output which the 
bank can handle. In Figure 1, this restriction is DxQ, and FD, is the 
net deposit cost for this capacity.” On the other hand, the absolute 
amount of capital (for a given portfolio mix) limits the amount of 
deposit liabilities a bank can safely carry.’® This limit is D;R, and FD; 
is the net deposit cost for this capacity. 

For any given bank, the actual capacity line (D,P) varies with changes 
in the volume of deposits, except that the limit to this variation is the 
-arliest restriction. In our example, this limit is the capacity line for 
basic fixed factors (D2). The first restriction encountered, whichever 
it happens to be, is the effective capacity limit for the given bank. Banker 
decisions about basic capacity variations are important, but they are 
long-run decisions and are ignored in the (essentially) short-run analy- 
sis of this paper. 

USES OF BANK FUNDS 

The uses of a bank’s funds are shown by its assets. The bank’s pri- 
mary reserves'’ earn no income. These include legal reserves, vault 
cash, and due from banks. Legal reserves are determined by the volume 
of time and demand deposits, and by the fractional reserves required 
for each; vault cash is determined by the day-to-day cash requirements 
of the bank; and due from banks depends mostly on business connec- 

14. Deposit costs do not always vary with changes in deposit volume. In practice, most 
banks have enough slack to handle small increases in deposit volume with no additional 
cost. Moreover, larger deposit volumes need incur no greater deposit costs, if, for example, 
the size of checks drawn on the accounts increases with no other change in the activity or 


number of the accounts. Indeed, such changes could even reduce total deposit costs despite 
an increasing volume of deposits. In this paper, we ignore the possibility of decreasing or 
constant total deposit costs with increasing deposit volume. 

15. We assume a given deposit mix and a given activity, number, and size distribution 
of deposit and loan accounts. 

16. Expansion limits with given capital are not absolute, except in some states which 
specify the maximum capital-deposit ratio by law; in others, custom is strong. 


17. Primary reserves explicitly exclude excess reserves, which are treated later. 
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tions with other banks. Diagrammatically, primary reserves are DC 
(Fig. 2). 

The bank’s secondary reserves'* are held for seasonal liquidity needs 
above the normal daily liquidity requirements. The requisite volume 
of secondary reserves is rather closely determined for any bank by the 
character and volume of its deposits, the number of depositors, size 
distribution of accounts, and location of the bank. Given these factors, 
and with a certain amount of experience, a banker can generally fore- 
cast seasonal liquidity requirements, and, hence, the necessary volume 
of secondary reserves. The volume of secondary reserves is measured 
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Fic. 2.—Use of bank funds 


along the x-axis, and starts at the terminal point of the primary reserves 
line segment. The “gross’’!® revenue curve for secondary reserves is 
CJ (Fig. 2). To show the net earnings of secondary reserves, we sub- 
tract the direct wage and salary costs of securing and holding these 
assets from their relatively small gross earnings.”° In Figure 2, this 
is CT. 

18. Secondary reserves are composed primarily of Treasury bills and secondarily of 
prime bankers’ acceptances, open market commercial paper, and call and time loans on 


stock exchange collateral]. Longer-term securities may also be part of secondary reserves 
when the remaining maturity of the securities is short. 


19. By its construction, the diagram automatically subtracts basic fixed costs and de- 
posits costs from the gross revenue curves. 


20. The primary purpose of secondary reserves is to insure liquidity as needed, not to 
earn an income. By their nature, secondary reserves are short term, highly safe, and liquid; 
hence, the interest rates are usually relatively low. 
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After a banker has allocated funds to primary and secondary re- 
serves, he stands ready to meet the loan demands of customers. The 
loan portfolio of a bank is not homogeneous; it consists of business 
loans, real estate loans, consumer loans, etc. Each kind of loan can be 
shown separately on the diagram, with line segments of different slopes 
for different net rates of return. Indeed, each individual loan could be 
shown separately, for both gross and net loan rates often differ for dif- 
ferent loans within a single loan category, especially business loans. For 
simplicity in this paper, we treat all loans together. The volume of 
loans is measured along the x-axis, and starts at the terminal point of 
the secondary reserves line segment. The “gross’’ revenue curve for all 
loans is JW (Fig. 2). To show the net earnings on loans, we subtract 
all direct loan costs from the “gross” earnings (both interest rate and 
other loan charges) on loans. The net earnings curve for loans and dis- 
counts is the line segment TZ (Fig. 2). 

Investment for income in open-market securities is largely a residual 
use of bank funds after primary reserves, secondary reserves, and loans 
to customers.” A net earnings curve on securities is derived in a similar 
manner to the net earnings curve on loans. The gross rate of return on 
open-market investments is less than on loans. Hence, the slope of the 
investments line is less than the slope of the loan line. The “gross’’ in- 
vestment revenue curve is WG, and the net investment curve is ZL 
(Fig. 2). Profits are measured directly along the right-hand vertical 
axis and are OL in Figure 2. 


EXCESS RESERVES AND BORROWED FUNDS 


Under ordinary circumstances, the banking system can create 
money, but the individual bank generally cannot.” Thus, a bank can 
lend or invest only the funds it already has. The bank’s funds are allo- 
cated to different uses in accordance with the principles of portfolio 
management. The profit or loss per period from the bank’s operations 
is shown directly by the net earnings curve. 

We have thus far ignored excess reserves as a use of funds and bor- 
rowed funds as a source of funds. These remaining items can readily 
be included in our model. Consider how the model accommodates bor- 
rowed funds. In Figure 3, the total volume (source) of funds from capi- 
tal and deposits is DP, and total fixed costs (basic fixed costs and net 


21. For convenience, bond reserves held for cyclical and irregular liquidity needs are 
included in investments for income. 


22. With certain combinations of retained deposits and legal reserve ratios, or with flow- 
back deposits, the individual bank can lend or invest more funds than it has in reserves. 
Both situations are atypical, and are ignored in this analysis. 
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deposit costs) are OD. The use of funds is for primary reserves of DC 
and earning assets of CP. The net revenue curve for secondary reserves, 
loans, and investments is CM,”8 and profits are OM. The primary re- 
serves of DC are just adequate to the amount of deposits. Now let the 
bank increase its earning assets by RC. Total earning assets are now 
RP, and the net revenue line is RG. Assuming a complete loss of deriva- 
tive deposits, the source of funds from stable deposits (plus capital) is 
unchanged at DP, and the use of funds for necessary primary reserves 
is still DC. Since primary reserves are only DR, the reserve deficiency 
is RC. By borrowing RC at the Federal Reserve, the bank can correct 


Dollars Dollars 
per per 
period period 
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Break-even line 
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Fic. 3.—Excess reserves and borrowed funds 


the reserve deficiency. After the funds have been borrowed, the curve 
RG shifts to the right until R coincides with C. The volume of earning 
assets is still equal to the amount RP as shown in Figure 3, but the net 
revenue curve after borrowing from the Federal Reserve is CH. Bor- 
rowed funds are a temporary increment to the bank’s loanable funds, 
and increase the bank’s variable costs. Accordingly, the slope of CM is 
reduced by the cost of the borrowed funds, and the slope of CH is less 
than the slope of CM. For discounts or advances from the Federal 
Reserve, the cost of borrowed funds is determined by the appropriate 
discount rate.”4 


23. For simplicity, we use a single net revenue line rather than individual line segments 
for different earning assets. 


24. The slope of the entire line is reduced and not just the slope of the marginal segment, 
because we are using an average net revenue line. 
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Now consider how bank profits are affected by excess reserves as a 
use of funds. Let DP (Fig. 3) be the total source of funds from capital 
and deposits, and let OD be the total fixed costs. DC are the necessary 
primary reserves. The net revenue curve for secondary reserves, loans, 
and investments is CS. The bank is left with unused funds or excess 
reserves equal to SN, and the bank’s profits are ON (measured directly 
along the right-hand vertical axis). 

Excess reserves may develop when a bank has surplus funds, i.e., 
“funds not needed or demanded by local business activity, or by the 
customer bank-loan market.” The absence of a satisfactory loan de- 
mand would normally lead a banker to the open market for investment 
of the surplus funds.” That might not happen, however, when interest 
rates are expected to rise. To be sure, that expectation per se would 
mean simply that bankers should invest in short terms rather than in 
long terms. Bankers might not invest in short terms, however, if the 
demand for short terms drove the rate to an unprofitable level, i.e., the 
net increment to adjusted profits from the marginal investment is 
negative. Capital losses from rate fluctuations on short-term invest- 
ments are negligible. Hence, it is substantially correct to say that excess 
reserves develop when the net profit from the marginal investment is 
negative, i.e., when the interest return on the marginal credit is less 
than its direct variable cost (excluding deposit costs which are consid- 
ered fixed in the short run).”’ Alternatively, excess reserves might de- 
velop when high-grade short terms are not available in sufficient quan- 
tities to absorb the surplus funds of banks. Excess reserves for either 
reason are consistent with individual equilibrium. It should be men- 
tioned that the existence of excess reserves reduces the importance of 
liquidity and risk considerations in the composition of a bank’s 
portfolio. 

Excess reserves are one kind of excess capacity in banking; we call 
this “excess actual capacity.”” Excess actual capacity is perfectly com- 
patible with individual equilibrium. Another kind of bank excess 
capacity in the short run is “excess effective capacity,” the difference 
between actual capacity and effective capacity (cf. p. 30). Excess 
effective capacity is also compatible with short-run individual equi- 
librium, assuming the bank is otherwise in an equilibrium position. This 

25. Benjamin H. Beckhart, The New York Money Market (New York, 1932), ITI, 5. 
We ignore ‘‘frictional’’ excess reserves. 

26. Cf. Randolph W. Burgess, Reserve Banks and the Money Market (New York and 
London, 1927), p. 110. 

27. In 1940, the Treasury Bill rate actually became negative in some months. Cf. Board 
of Governors, Federal Reserve System, Banking and Monetary Statistics (Washington, 
1943), p. 460. 
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is because the bank cannot in the short run significantly vary its stable 
deposits by its own action. In the long run, stable deposits can be 
varied by an advertising campaign, by changing the interest rate on 
time deposits, by altering the service charge policy on demand de- 
posits, etc. Outside influences, largely beyond the bank’s control, can 
bring about short-run variations in stable deposits, and a bank would 
have to adjust to these changes to achieve an equilibrium position. At 
any moment of time, however, the volume of stable deposits is given 
for the individual bank, and its short-run equilibrium is achieved in 
terms of these deposits. Excess effective capacity can affect the banker’s 
decisions, but mostly in the long run. 

With this inclusion of excess reserves and borrowed funds, our dia- 
grammatic model has succeeded in integrating into one conceptual 
framework all important sources and uses of bank funds, as well as all 
important sources of income** and expenses. 


III. Impact OF EXTERNAL FACTORS ON THE BANKING SYSTEM 


In this section, we examine the group equilibrium adjustment. 
Specifically, we propose to show how our model can be employed to 
examine different possible effects on bank earnings from different fac- 
tors which can affect the aggregative level of deposits, even when the ag- 
gregative level is assumed to be the same in all cases. Only one of these 
disequilibrating factors will be examined in detail to show how the 
model works; the effects of some of the other forces can then be sum- 
marized briefly. Since individual banks differ in important respects, it 
is convenient to proceed initially under the assumption that all banks 
have identical costs, demand, portfolio composition, etc. Under this 
symmetry assumption, a representative bank can serve to show the 
effects on all banks.” Later, this symmetry assumption will be dropped. 

Let us consider the effects on bank profits when a disequilibrium de- 
velops between the reserves and deposits of the banking system as a 
result (say) of a decrease of money in circulation and/or a gold inflow 
which increase the reserves of the banking system.*° Let us posit a 
banking system with one hundred banks. Total primary reserves* are 

28. Commissions, trust department fees, and other current earnings are set against the 


direct cost of the services which generate these incomes and the balances constitute a net 
adjustment to bank profits. 


29. Cf. Edward H. Chamberlin, The Theory of Monopolistic Competition (Cambridge, 
1946), fifth edition, p. 82. 

30. To simplify the analysis, we use a single (average) net rate of return curve for all 
the earning assets together. 

31. The reader is reminded that primary reserves include vault cash, and legal reserves, 
but specifically exclude excess reserves. 
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$250,000,000, loans and investments are $750,000,000, and deposits are 
$1,000,000,000. Primary reserves are assumed to be 25 per cent of 
deposits. Since there are one hundred banks in the system, the repre- 
sentative bank is 1 per cent of the size of the banking system. The 
representative bank has primary reserves of $2,500,000, loans and 
investments of $7,500,000, and deposits of $10,000,000. In Figure 4, 
basic fixed costs are OF and deposit costs are FD; actual capacity is 
DP, and DCB is the use of funds or net revenue curve. 

Now suppose the decrease of money in circulation and the gold in- 
flow together amount to $100,000,000, or 10 per cent of the system’s 
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Fic. 4.—Group equilibrium adjustment (representative bank) 


deposits.” Let the representative bank receive a proportionate share of 
this sum. In Figure 4, the representative bank’s use of funds (net reve- 
nue) curve shifts from DCB to D'HSN. The bank’s new profits of ON 
(measured along the vertical axis) are less than the former profits of 
OB, because liabilities (and expenses) have increased without a corre- 
sponding increase in earning assets.** By lending or investing the bank’s 
excess reserves (=SV), the management can increase profits.*4 Assum- 


32. For expository convenience, we are exaggerating the size of the disequilibrating 
force. Although the disequilibrating factors increase the actual capacity of each bank in 
the system, we assume that actual capacity at no time exceeds effective capacity. 

33. As we explained earlier, we are ignoring in this paper the possibility of decreasing 
or constant total deposit costs with increasing deposit volume. However, the analysis could 


readily accommodate either of these excluded possibilities. 


34. For the moment, ignore the possible desirability of holding all or part of SN as 
excess reserves. 
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ing a complete loss of derivative deposits, the use of funds curve shifts 
from D’HSN to D’HM. This is not the end of the story, however, since 
the action in the representative bank is repeated in the ninety-nine 
other banks as well. Thus, although the representative bank loses its 
derivative deposits, it gains incremental primary reserves in succes- 
sive rounds. After each round, the management of the representative 
bank finds that it can increase profits (or decrease losses) by lending 
or investing the newly acquired excess reserves. When the expansion 
process has worked itself out, the representative bank has no excess 
reserves, and the bank’s net revenue curve has shifted from D’HM to 
DEL. 

Interest rates fall in the process of expansion by all banks together. 
If the representative bank’s assets had been expanded at the former 
rate® assuming constant variable costs, the bank’s profits would have 
been OK in Figure 4. Instead, they are OL. The profits of OL® can be 
greater than, less than, or equal to the original profits of OB, depending 
on demand and cost patterns and the particular portfolio composition 
at the original and at the final output levels. The group equilibrium is 
stable when no bank is operating with undue final profits or undue 
final losses, given the imperfections of entry and of exit.*” 

This discussion of the group equilibrium adjustment has ignored the 
possible desirability of holding excess reserves. As we have already 
shown in the previous section, the individual bank will hold excess re- 
serves when there are surplus funds in the loan market and the net 
adjusted profits from investing all or part of the surplus funds in the 
open market are negative, or, alternatively, when the surplus funds of 
the banking system exceed the acceptable demand* for those funds on 
the open market.** The group equilibrium with excess reserves is only 
stable, however, when the individual banks are operating with neither 
undue final profits nor losses. To the extent that excess reserves devel- 
op, the total expansion of the representative bank will, of course, be 
less than the amount shown in Figure 4. 


35. Under the symmetry assumptions, we ignore rate rigidities, which are discussed 
later. 
36. The following comments also apply to the intermediate profits of OM. 


37. Cf. David A. Alhadeff, Monopoly and Competition in Banking (Berkeley: University 
of California Press, 1954), chap. xi, ‘‘Entry.” 


38. From the bank’s viewpoint. 
39. It should be mentioned that excess reserves developing from an outright shortage 
of acceptable short-term open-market securities are unlikely for the foreseeable future. It 


may be presumed, therefore, that any future development of excess reserves for the bank- 
ing system will result from unsatisfactory price-cost relationships. 
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DIVERSITY AMONG BANKS 


Diversity of banking markets—We can now drop the symmetry as- 
sumptions and recognize the considerable diversity among banks. The 
demand, costs, portfolios, and “‘products”’ of different banks are not 
identical. The importance of elements of monopolistic competition 
varies widely in different banks. As a result, some bankers exercise a 
much greater degree of control over their loan markets than do others. 
In the prime borrower markets, the elements of monopolistic competi- 
tion are very weak, and the market control by bankers operating pri- 
marily in this market is also very weak. In other words, the prime 
borrower markets are reasonably competitive, and exhibit rate flexi- 
bility in response to changing credit conditions. 

In the prime borrower markets, loan expansion is associated with a 
reduction in loan rates. The initial reduction in loan rates is not identi- 
fied with a fall in the schedule of rates, because “Declines in the prime 
rate generally come when competition for loans has widened eligibility 
for the rate... .’’*° In other words, the initial loan expansion is not 
associated with a reduction in the schedule of rates, but rather is asso- 
ciated with reduced rates for particular borrowers who are reclassified 
within the existing schedule of rates. Some borrowers who just missed 
being prime borrowers, and paid more than the prime rate, are reclas- 
sified as prime Lborrowers—that is what widened eligibility means—and 
pay the (lower) prime rates. The result is to lower the bank’s net rate 
of return curve. 

In due course, the eased credit situation affects the rate schedule, 
too, for the original prime borrowers can force reductions in the prime 
rates.“’ The prime rate reduction is usually accomplished under a kind 
of barometric leadership in which the de facto rate reductions are 
acknowledged by an official reduction in prime rates.“ Although prime 
borrower banks are numerically small, their officers cannot collude 
either directly or implicitly to maintain loan rates, because prime bor- 
rowers have access to the open-money market for commercial paper. 
Since the open market is supplied by thousands of banks, open-market 
rates could not be held rigid by outright collusion or by an oligopoly 
rationale. 

At the other extreme, the elements of monopolistic competition are 

40. First National City Bank, ‘‘Monthly Letter on Business and Economic Condi 
tions” (October, 1955), p. 111. 

41. The change in the prime rate sparks the change in the schedule of rates. 


42. For a further discussion of this point, cf. Alhadeff, op. cit., pp. 148-49. 
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very strong in small borrower markets and permit bankers in these 
markets to exercise semimonopolistic control. A bank serving primarily 
small borrowers (with very weak bargaining power and possibly no 
alternative sources of supply) is not under the same pressure as a prime 
borrower bank to reduce lending rates to expand loans.** A banker 
operating in a semimonopolistic market is comparatively insulated 
against the price action of other banks. Loan rates in these markets 
are administered and comparatively inflexible. In these markets, funds 
are allocated less by the price (rate) mechanism and more by banker 
rationing under an administered price system. This system often per- 
mits the banker to increase loan output without reducing rates. Given 
an increase in lending capacity, bankers in such markets would increase 
loans as long as it was profitable to do so. 

Although bankers in semimonopoly markets are not under strong 
pressure to reduce rates to increase loans, their profits may not reach 
the level OK (Fig. 4). This is because the limitation of acceptable bor- 
rowers in local markets may force the banker to turn to the open market 
to dispose of his surplus funds. In the open-money markets for long- 
term and short-term funds, the local monopolist has no monopoly 
influence, and open-market investments earn the reduced rates con- 
sistent with the eased reserve position of the banking system. The 
lower interest rate on open-market investments reduces the average 
rate of return earned on the bank’s total portfolio. Diagrammatically, 
therefore, the slope of the average rate of return curve falls. 

Owing to this diversity of banking markets, the profitability of dif- 
ferent banks at the equilibrium position can vary widely. The elements 
of product differentiation and monopolistic competition which surround 
different producers in difierent degree protect the higher profits in some 
banks from encroachment by other (existing) banks. Similarly, they 
protect these “extra’’ profits against encroachment by new entrants, 
by making entry imperfect.** 

Other diversities among banks.—Under the symmetry assumptions, 
we assumed homogeneity in the composition and average maturity of 
the portfolio of different banks. In fact, of course, bank portfolios vary 
widely. Moreover, that part of the equilibrium process described under 


43. However, a fall in the prime rate tends eventually, to greater or less degree, to 
filter through the banking system so that the effects of the fall in the prime rate tend to be 
fairly widely felt. The greater the fall in the prime rate and the longer its duration at the 
new low levels, the greater is the likelihood of widespread dissemination—in some cases 
affecting even the relatively monopolistic banking markets. 


44. Additionally, entry into banking is imperfect because of legal barriers to free entry. 
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diversity of banking markets holds strictly only for business loans. For 
consumer loans, for example, the terms of the credit are often more 
important than the rate charged. For real estate loans, both loan 
terms and loan rates are important factors in demand.’ Moreover, 
bank costs differ for different kinds of output. Accordingly, an eased 
reserve position can result in different equilibrium profits for banks 
with different portfolio composition. 

Bank profits are also affected by the different average maturities of 
loan portfolios in different banks. Reduced loan rates associated with 
increased output directly affect (with some exceptions) either new 
loans or loans which are being renewed. In banks with short average 
loan maturities, the renewable portion encompasses a larger percentage 
of the loan portfolio than in banks with longer average loan maturities. 
Accordingly, a larger percentage of the loan portfolio is subject to the 
reduced rates in the former than in the latter banks. Other things being 
equal, bank profits would also differ for this reason. 

The diversity among banks extends to their risks and losses, too. 
Banker attitudes toward risk-bearing on individual loans are at least 
partly subjective and differ for this reason. Since portfolio risks on indi- 
vidual loans differ among banks, portfolio losses also may differ. More- 
over, the collective risk** also varies among banks. For example, the 
collective risk is likely to be greater for a small bank with limited diver- 
sification opportunities in local loan markets than for a large metro- 
politan bank. When different individual and collective risks result in 
different bank losses, the equilibrium adjusted profits may differ for 
different banks. 

Banks also differ in their liquidity buffers. The calculation of liquidi- 
ty needs is based on expectations about future liquidity drains. The 
allowance for possible error in these forecasts varies in different banks 
partly because banker conservatism varies. Moreover, bankers differ in 

45. For an analysis of the effect of changing terms of consumer credit, cf. Milton Moss, 
“A Study of Instalment Credit Terms,”’ Federal Reserve Bulletin (December, 1949). 

46. In other words, the interest elasticity of demand is not uniform for different kinds 
of credit. 

47. To a degree, of course, this is true of all bank loans, but terms other than rate are 
particularly important for consumer and rea] estate loans. 


48. The individual] risk depends upon the circumstances of each loan and is evaluated 
by conventional credit analysis. Uncertainty remains about the individual risk, because 
unusual or unpredictable circumstances can affect the borrower’s ability to meet his com 
mitments. The possibility of uncertainty losses increases for a bank with an increase in the 
volume of similar loans. We cal] this risk from a large volume of similar loans in a bank’s 
portfolio the collective risk. 
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their willingness to rely upon the Federal Reserve for liquidity in an 
emergency. Or, again, the amount of excess reserves—and excess re- 
serves are also a liquidity buffer—varies in different banks. For ex- 
ample, excess reserves are generally smaller in money market banks 
than in country banks. For these and similar reasons, liquidity buffers 
are not the same in different banks. Other things being equal, different 
liquidity buffers are responsible for different profits in equilibrium. 

Finally, legal factors exert a strong influence on the composition and 
size of bank portfolios. This influence is not uniform, however, because 
different regulations are issued by many of the forty-nine chartering 
jurisdictions and the various other bank regulatory agencies in the 
United States. An obvious example is the different legal reserve require- 
ments for member and non-member banks of the Federal Reserve 
System. Because of this diversity of legal regulations, the profits of 
different banks can be different in equilibrium. 


OTHER DISEQUILIBRATING FACTORS 


We can now consider briefly how bank profits might be affected by 
some of the other factors which alter bank reserves.* In all such cases, 
the group equilibrium analysis follows that outlined above. However, 
the final equilibrium position may not be the same after different dis- 
equilibrating factors even when total deposits are the same.*° 

Consider the following cases, for which we resume the symmetry 
assumptions.” Suppose the central bank engages in open-market opera- 
tions and purchases securities from the public. Let the reserves of the 
individual bank and of the banking system increase to the same extent 
as they would after a corresponding decrease of money in circulation. 
Ceteris paribus, the equilibrium profits for the representative bank 
after open-market operations would be the same as after a reversal of 
the internal drain. On the other hand, suppose the bank’s equilibrium 
is disturbed by a reduction in legal reserve requirements. The bank’s 
earning assets would be smaller after the open-market operations than 
after the reduction in reserve requirements, although we posit the 

49. These factors are listed in the Federal Reserve Bulletin. Ci., for example, Federal 
Reserve Bulletin (October, 1955), p. 1131. 

50. In these examples, the intensity of the change is measured in terms ot final deposits, 
assuming a full expansion of the banking system in all cases. 


51. We use the symmetry assumptions to avoid repeating detailed qualifications. The 
interested reader can make the appropriate adjustments to these comments by referring 
to the earlier discussion of diversity of conditions surrounding different banks. For brevity, 
our discussion of these cases is also limited to their direct impact on bank profits. Any 
complications from secondary effects are ignored. 
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same volume of final deposits in both cases. Under the symmetry as- 
sumptions, the comparative profits depend on the revenues and costs 
for the total portfolios after the two cases. Because of these factors, we 
cannot state a priori whether profits after the change in legal reserve 
requirements would be greater than, less than, or equal to the profits 
after open-market operations despite the different volume of earning 
assets. 

Although an individual bank cannot be permanently indebted to the 
Federal Reserve, a bank can achieve a temporary equilibrium with 
such borrowed funds. The temporary equilibrium achieved with these 
borrowed funds differs from the final equilibrium after reducing reserve 
requirements and after open-market operations, even when the amount 
of the expanded deposits is the same for the three cases. Assuming no 
excess reserves, the earning assets after Federal Reserve borrowing 
would be greater than after open-market operations and would be the 
same as the earning assets after the reduction in reserve requirements. 
When these situations are plotted in terms of our earlier diagram- 
matics, it is apparent that profits (losses) would be greater (smaller) 
after reducing reserve requirements than after borrowing from the 
Federal Reserve (during the period of outstanding indebtedness to the 
Federal Reserve). This is because the volume of earning assets is iden- 
tical and the composition of earning assets is assumed to be identical. 
Hence, the slopes of the gross earnings curves are identical for both 
cases. The slopes of the net earnings curves would differ only by the 
cost of borrowing. Moreover, when profits after open-market opera- 
tions are the same or greater than after reducing reserve requirements, 
the profits would also be greater than after Federal Reserve borrowing. 
When profits after open-market operations are less than profits after 
reducing reserve requirements, the comparative profitability after 
open-market operations and Federal Reserve borrowing would depend 
upon the discount rate in addition to the factors that determined the 
relative profitability after open-market operations and reduced reserve 
requirements. 

In the foregoing discussion, we assumed that the disequilibrating 
force increased the reserves of the banking system. The same analysis 
would hold, mutatis mutandis, for a decrease in reserves. However, two 
considerations deserve special mention in discussing the contraction 
process. First, the existence of excess reserves can, to that extent, pre- 
vent the liquidation of earning assets. Second, the liquidation of earn- 
ing assets can be partly forestalled by temporary borrowing from the 
Federal Reserve. 
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IV. CONCLUSION 


In this paper, we have presented a model for the analysis of banking 
problems. By appropriate translation and adaptation of the concepts 
of the economic theory of the firm to banking, we have tried to come 
up with an operational model. The model is useful in attempting to 
analyze the probable results of a wide variety of internal management 
policy decisions as well as the probable results of external factors which 
affect the banking system. Our primary attempt has been to develop 
the model; we have been less concerned to illustrate its use in internal 
management problems. We have, however, illustrated its use in analyz- 
ing the impact on bank earnings of external factors which disturb the 
equilibrium of the banking system, because the final impact of the 
external actors is determined by the manner in which they affect both 
the individual bank and the banking system. This kind of analysis is 
particularly important, because the stability of an aggregate is neces- 
sarily related to the stability of its component parts. In income theory, 
for example, an analysis of GNP is sorely deficient when it stresses only 
aggregative variables and ignores important microvariables, like price- 
cost relationships, developments in the labor field, patterns of con- 
sumer debt, changing patterns of industrial concentration, etc. Similar- 
ly, in the money and banking field, monetary problems cannot be 
handled satisfactorily without regard to the specific impact of external 
factors on internal bank operations. A successful monetary policy can- 
not be carried out by the monetary authorities alone; it must be in co- 
operation with the commercial banks of the country. It was not enough, 
for example, to increase banking reserves during the depressed thirties 
in order to stimulate a revival of economic activity; bank lending of 
those reserves was essential. But when the increase in reserves did not 
improve the profit outlook of banks, the reserves were simply held idle 
by the banks. As we have briefly indicated in this paper, the primary 
impact of different kinds of external forces (including monetary policy 
action) need not have the same impact on bank profits even when the 
aggregative level of deposits is assumed to be identical. Secondary and 
tertiary effects of such external factors would thus likely be different. 
For a more effective monetary policy, we need more detailed informa- 
tion about the variables in the model. For example, we need to know 
more about variable costs levels and more about demand elasticities for 
different kinds of bank output. We hope that this model will both stim- 
ulate and facilitate much needed further research into the specific 
impact of monetary policy on bank operations. 











A NOTE ON INVESTMENT ACTIVITIES AND THE 
GRADUATED CORPORATE TAX 


CLIFFORD D. CLARK 
North Carolina State College 


RECENT concern for the condition of small business enterprise has led 
to a number of suggestions to revise tax laws, federal procurement poli- 
cies, antitrust measures, financial or credit aids, and other governmen- 
tal measures so as ‘“‘to widen the opportunities for small business.”? In 
taxation this interest brought forth five similar legislative proposals in 
1956 to modify the corporate income tax. The House proposal, H.R. 
9067, a measure providing for moderate graduation of the tax, differs 
most from the present tax law.” This bill or a similar one is almost cer- 
tain to be introduced in the present Congress and, if made law, would 
have pervasive effects on business organization, economic incentives, 
and the structure of investment. It is the purpose of this brief note to 
anticipate some of the probable consequences of the proposal particu- 
larly with respect to investment activities and economic growth. 

The proposed tax law would, for example, alter the advantages to 
sellers and buyers in merging operations. Tax rates under recent laws 
apparently have been major factors for sellers of firms in merging opera- 
tions more often than for buying firms.* Potential selling firms with 

1. For example, see Progress Report by the Cabinet Committee on Small Business (August 


7, 1956); Report of the Advisory Committee on Small Business, Democratic National Com- 
mittee, Part II (October 26, 1956). 


2. The bill was introduced on February 6, 1956, in the House of Representatives by 
Wright Patman of Texas, chairman of the Select Committee on Small Business. The first 
Senate bill, S. 3128, introduced on February 3, 1956, by Senator Fulbright of Arkansas, 
in effect would reverse the normal] and surtax rates. The bill introduced by Senator Spark- 
man of Alabama, S. 4138, contains more progressions up to $10 million net income than 
H.R. 9067, but does not reach as high a rate on larger incomes. With the exception of net 
profits of $100,000 or less, the Patman Bill is progressive for nearly the entire range of pos- 
sible incomes. Compared to the present corporate tax rates, it would tax a net income of 
$37,000,000 at the same rate as the present law and would tax higher incomes more and 
lower incomes less. The effective rates range from 22 per cent on taxable incomes of 
$100,000 or less to about two-thirds on profits of a billion dollars or more. The other two 
proposals, the Seely-Brown Bill (H.R. 9851) and the Dingell Bill (H.R. 10727), provide for 
a substantia] reduction in effective rates on profits of less than $50,000 and relatively small 
increases in rates on profits greater than $1,000,000. 


3. John Lintner, ‘“Tax Considerations Involved in Corporate Mergers,” in U.S. Con- 
gress, Joint Committee on the Economic Report, Federal Tax Policy for Economic Growth 
and Stability, 84th Cong., 1st Sess. (Washington, D.C.: Government Printing Office, 1955), 
pp. 690-702. 
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taxable incomes less than $37 million would pay fewer taxes under the 
proposed law, thus, to the extent that the average or marginal tax rate 
is a factor in such decisions, the incentive to sell would be reduced.* 
The same conclusion would hold for firms considering a merger solely 
for tax reasons if their combined profits were less than $37 million. 
Large buying firms, however, would have increased incentives to 
acquire going concerns that could provide them with accumulated 
losses or with assets overvalued on the books in order to reduce income 
subject to taxation. Offsetting this factor are the advantages that 
would accrue to the stockholders of large corporations able to work out 
voluntary dissolutions. Simultaneously a premium would be placed on 
the formation of subsidiary corporations as a means of avoiding the 
higher tax rates. To be complete, the bill should, perhaps, include pro- 
visions to discourage tax-motivated splitting. Otherwise, further legis- 
lation would be necessary to prevent such occasions if they became 
widespread.® 

The proposed legislation would also reduce monopoly profits and 
further antitrust measures directed toward that end. All profits, of 
course, are not monopoly profits; some are the rewards to the innovator- 
entrepreneur for greater productive efficiency. In the case of a one 
product firm, these profits would be expected to decline over time from 
the date the innovation was introduced. Hence, averaging income over 
a period of years for tax purposes may distinguish such profits from 
monopoly profits.® Even with averaging, a multi-product firm which 
was consistently more efficient than its competitors in all lines would 
enjoy high rates of profit and, if large enough, be adversely affected by 
a change to the progressive tax. This greater and equal taxing of mo- 
nopely and efficiency rewards would be limited to profits in excess of 
$37 million and to a relatively small number of firms.’ 


4. Both the average and marginal tax rates would be less for firms with profits of $37 
million or less under the proposed tax. The liabilities and effective tax rates are given in 
a recent article by Representative Patman in The Independent Banker (April, 1956), p. 6. 


5. It would seem less difficult to distinguish economic and tax motives in such situa- 
tions than in mergers because many legal entities created to avoid taxes would still be 
operated economically as one firm. A decrease in the exemption for intercorporate divi- 
dends may serve to prevent splitting but it would also provide merger incentives for firms 
in the lower-tax brackets. 


6. A case for averaging income can also be made on other grounds: Clifford D. Clark, 
“Economic Appraisal of Depreciation Policy,’’ Journal of Business of the University of 
Chicago, XXIX (January, 1956), 28-40. 


7. The number of industrial firms with profits in excess of $10 million comprised about 
one-tenth of 1 per cent of the total of number of industrial firms with net income in 1952: 
U.S. Treasury Department, Statistics of Income for 1952 (Washington, D.C.: Government 
Printing Office, 1955). 
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In addition to the impact on economic incentives, the adoption of a 
graduated tax, however slightly progressive, would for many be evi- 
dence of discrimination and subject the benefiting firms to the charac- 
terization of a special privilege group.* They could rest their case on the 
arbitrary classification of large and small which does not take into ac- 
count size in relation to the relevant market. This view would be 
opposed by others who believe that small and growing businesses are 
vitally important to a competitive economy and are to be encouraged 
by various federal policies. The latter group might note to their advan- 
tage that the proposed tax is less progressive on lower profits levels 
than the limited graduation in effect prior to 1950 and throughout the 
rate of progression is slight. 

Although each of the foregoing aspects should be considered in full 
before the enactment of such a bill, this note is primarily concerned 
with one possible consequence, that is, the effect upon investment in- 
centives and activities. 


Loss OFFSETS 


Implicit in the following analysis are the assumptions that the cor- 
poration is unable to shift significantly a tax on its income and that 
federal revenues from the corporate tax are the same under both pres- 
ent and proposed laws. Some shifting of a corporate income tax is pos- 
sible, particularly under conditions of oligopoly,’ and to the extent it 
occurs the importance of tax influences on incentives is correspondingly 
reduced. 

The proportional corporation income tax, when compared to a situa- 
tion in which there are no taxes, reduces incentives to invest by de- 
creasing expected income from the investment. The reduction in ex- 
pected income, however, is partially offset by allowances for capital 
costs or depreciation and by provisions for the carry-over of losses.’ 
It is with respect to these loss offsets that the proposed progressive tax 
has some interesting ramifications. 

Butters and Lintner have shown that investment incentives are re- 

8. For example, see articles by Roland M. Bixler and Harley L. Lutz in the Tax Insti 


tute, Forum Pamphlet Eight, Should Federal Tax Policy Encourage Development of Small 


Business? (May, 1956 


9. John F. Due, Government Finance (Homewood, Illinois: Richard D. Irwin, Inc., 
1954), p. 233 

10. E. Cary Brown shows that with immediate depreciation provisions the incentive is 
restored to pre-tax levels: ‘‘Business-Income Taxation and Investment Incentives,’’ in 
Lloyd A. Metzler et al., Income, Employment and Public Policy (New York: W. W. Norton 
and Co., Inc., 1948), pp. 300-316. This argument holds, however, only when discounted 
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duced most by the present proportional tax for firms, such as those own- 
ing only one asset, that cannot hope to take full advantage of the loss 
provisions because of lack of income from other sources. They suggest, 
further, that firms just beginning business operations are the ones most 
likely not to have additional income, and consequently, their invest- 
ment prospects are affected more by the present tax than the corpora- 
tion with several sources of income." The progressive tax, by taking a 
smaller portion of the small beginning firm’s income, would increase the 
probability that such firms could take advantage of loss provisions It 
would therefore tend to enhance, relative to the present tax, the incen- 
tives of new firms to invest and to restore relative investment incen- 
tives of large established and small beginning firms to the relationship 
which would exist in the absence of taxation. 

There is another aspect of the loss carry-over provisions which in 
conjunction with the progressive corporate tax works to the disadvan- 
tage of all firms regardless of the level of profits This aspect concerns 
the reward for the acceptance of risk. With a proportional tax, poten- 
tial losses and expected returns are reduced equally by the imposition 
of a tax and the reward for the acceptance of risk is not reduced relative 
to the risk assumed.” A progressive tax, however, would alter this re- 
sult by attaching less weight to a potential gain than to a potential 
loss. This point is made by Richard Goode: 

The before-tax rate of compensation for risk is preserved only if all losses can be 
offset against income subject to the same rate of tax that would have applied to 
profits if the investment had been successful. This possibility occurs only under a 
flat-rate or proportional tax. Under a graduated tax, the tax saving from deducting 
a loss from taxable income is usually smaller than the tax liability would have been 
on a gain of equal size. The opportunity for loss offsets cushions the impact of a 
graduated tax, but the prospective reward for risk-taking is reduced.’ 


The proposed progressive tax would decrease the risk reward, but for 
firms benefiting from lower tax rates, it would increase, relative to the 
present tax, the aggregate expected return from investment, including 
returns to capital, risk, and entrepreneurship. Consider, for example, 
a firm that is earning an annual return of 15 per cent on its total assets 
of $5 million. The tax liability under the present law would be $33,500 

11. J. Keith Butters and John Lintner, Effect of Federal Taxes on Growing Enterprises 
(Boston: Harvard University Press, 1945), pp. 32-36. 


12. Evsey D. Domar and Richard A. Musgrave, ‘‘Proportional Income Taxation and 
Risk-Taking,” Quarterly Journal of Economics, UXIII (1944), 388-422 


13. Richard Goode, The Corporation Income Tax (New York: John Wiley & Sons, Inc., 
1951), p. 121. 
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on the firm’s taxable income of $75 thousand. When the probabilities 
that alternative rates of return will occur are as shown in Table 1, the 
expected rate of return from an investment of $50 thousand by the 
firm would be 22 per cent for the first year with present tax rates and 
31 per cent with the progressive tax rates as provided by H.R. 9067. 

An increase in the expected rate of return from investment would 
occur for all firms with taxable incomes up to just less than $37 million, 
that is, up to some level which would be increased to more than $37 


TABLE 1 


BEFORE AND AFTER TAX RATES OF RETURN FROM INVESTMENT BY 
SMALL FIRM UNDER PRESENT AND PROGRESSIVE TAX RATES 


Arter Tax RATE oF RETURN* 





Weighted Weighted 
Berore Tax PROBABILITY CURRENT Average Progressive Average 
RATE oF RETURN or RATE Tax Rate of Return Tax Rate of Return 
(Per CENT OccURRING (Per CENT) (Per Cent) (Per Cent) (Per Cent) 
100 2/10 48 9.6 77.6 15.5 
50 5/10 24 12.0 39.0 19.5 
eer ae 2/10 0 .0 0 0 
— 50 ; ; 1/10 2T BS —39.0 — 3.9 
Seta... ; se (2 ees 31.1f 
* The percentages of the third and fifth columns are computed as the return before taxes less the increase 
in total tax liablities divided by the amount invested, $50,000. Total tax liabilities under the progressive tax 
are figured according to the formula below This formula does not describe the data exactly as given in H.R. 9067. 
The bill’ sures show a smoother progression of the average tax rate , whereas the formula shown provides for 
a smo progression of the marginal rates. That the diversity is not very great is shown by the relatively 
small if ference between the marginal and average rates implied by the figures of H.R. 9067 


___ Under the progressive tax, total tax liabilities equal 22 per cent of taxable income, J, plus the surtax lia- 
bility, R, where 


R = (.1)* 100,000 &(& = 1) where & is some constant such that 100,000 k = IJ when J > $100,000 and 
where: 
a =2when0 <ék Ss 10, 
a = 3when 10 <k s 100, 
= 4 when 100 <k < 1000, 
a = 5 when 1000 <k < 10,000. 


- 


t This return is positive because the decrease in tax liabilities is greater than the loss incurred from the in- 
vestment 

¢ These amounts would change slightly for future years because, unlike the positive returns, the negative 
returns would not be allowed to continue 


million as a result of a successful investment. The progressive tax 
would reduce the expected return from investment for corporations 
with income in excess of that amount. 

In sum, the progressive corporate tax would enhance investment in- 
centives of small firms by (a) increasing income available for loss offsets 
in the event of negative returns and (b) by increasing expected returns 
from investment by reducing tax liabilities. The proposed tax, however, 
would reduce investment incentives of large firms by reducing the 
expected rate of return. The effect on aggregate investment would de- 
pend on the relative amounts ordinarily considered for investment in 
total by large and small firms. 
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RATE OF TIME DISCOUNT 


A further aspect of the graduated corporate tax concerns the rate by 
which firms discount future income. In this connection, the progressive 
corporate tax would tend to increase aggregate investment by lowering 
the discount factor that smaller firms apply to future income relative 
to the rate they use under the existing tax. The current corporate tax 
reduces internal funds available for investment purposes alike for all 
corporations, but the impact is undoubtedly heavier on the smaller 
firm because of imperfections in the money market. That is, a small firm 
generally must pay a higher rate of interest than a larger firm for a loan 
with similar risks attached to it.’* When, because of a corporate tax, the 
small firm is required to obtain a larger portion of its funds for invest- 
ment purposes from external sources, it is most likely to insist on a 
higher rate of return than it would on investment made entirely from 
internal funds.’ That is, it discounts future expected income at a high- 
er rate for this reason alone. Consequently, a corporate tax which 
treats all levels of profits similarly impairs the investment plans of 
small firms relatively more than the plans of large firms.’* The progres- 
sive corporate tax would reduce the internal funds of small corporations 
proportionally less than of large corporations. The discount factor 
which the small firm applies to future income would, therefore, be 
lower with the progressive corporate tax than with the present tax be- 
cause it would not rely as heavily on external funds for capital expan- 
sion. The discount factor of the large firm would be affected primarily 
through any resulting changes in the supply of loanable funds. On bal- 
ance, the progressive tax of H.R. 9067 by reducing the discount factor 
employed by small firms in determining their required returns from 
investment and thus by increasing the number of projects acceptable 
would tend to increase the aggregate level of investment. 


14. Frank E. Morris, ‘‘Loan Guarantees and the Reconstruction Finance Corporation,” 
Ph.D. Dissertation, University of Michigan, June, 1955. 


15. Goode, op. cit., p. 139. 


16. This analysis is strengthened by the findings of Lintner and Butters that the ratio 
of retained earnings to net worth consistently declines as firm size increases and their 
conclusion that ‘‘. . . high corporate income taxes will restrict the growth of smaller firms 
more severely than that of larger firms—and thereby tend to increase concentration—even 
if their relative impact on growth from retained earnings alone were the same for all sizes 
of firms. Because of the greater importance of retained earnings to smaller firms, an un- 
shifted corporate income tax could have a neutral or favorable effect on concentration only 
if it were found to restrict the internally financed growth of large firms much more severely 
than that of smaller companies.”’ John Lintner and J. Keith Butters, ‘‘Effects of Taxes on 
Concentration,” in Business Concentration and Price Policy (National Bureau of Economic 
Research, Princeton University Press, 1955), p. 258. 
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AGGREGATE SPENDING 


The progressive corporate tax may further be compared with the 
proportional tax in the context of aggregate economic activity. Either 
corporate tax will have its initial impact on internal corporate funds, 
primarily on funds marked for retention or investment rather than for 
distribution as dividends. The imposition of a corporate tax where no 
such tax had existed before would, therefore, have little effect on con- 
sumption expenditures associated with any given level of national in- 
come; rather, the effect would be on corporate savings. There would be 
some reduction in investment activities because of the decrease in ex- 
pected income. In this respect the progressive tax is less discouraging, 
as noted in the preceding paragraph, than the proportional tax. In 
short, aggregate expenditures would probably be reduced less by the 
progressive corporate tax than by the present tax. As a result the up- 
ward pressures on money national income from federal expenditure of 
the corporate tax receipts would be greater if the corporate tax were 
graduated rather than proportional. In so far as aggregate investment 
expenditures increase with national income, they would also be greater. 

CONCLUSIONS 

In conclusion, the proposed progressive tax would tend to redistrib- 
ute investment activities in favor of the smaller corporations by raising 
the expected return from their investments and by lowering the expect- 
ed return from investment by the larger corporations. In addition, the 
proposed graduated corporate tax would tend to encourage investment 
on the part of the smaller relative to the larger corporations because it 
would enhance the value of loss carry-over provisions to the small firm. 

Some increase in aggregate investment activities may result because 
the progressive corporate tax would tend to lower, relative to the pres- 
ent tax, the rate at which firms discount future income. In so far as the 
level of investment increases with national income, the progressive tax 
would bring forth even greater investment expenditures because the 
propensity to spend would be greater with such a tax than with the 
present proportional corporate tax. 

Final evaluation of the proposed legislation must, of course, rest on 
a consideration of its political and psychological as well as its economic 
effects. The foregoing conclusions are limited to the probable effects of 
the progressive corporate tax on investment activities and thus eco- 
nomic growth. 
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FEDERAL RESERVE SUPPORT OF TREASURY 
REFUNDING OPERATIONS 


DEANE CARSON* 


Brown University 


I. INTRODUCTION 


THE WIDESPREAD approval by economists of the Treasury—Federal 
Reserve ‘‘accord”’ reached in March, 1951, was predicated on the belief 
that its terms provided a solution to the difficulty of pursuing a flexible 
monetary policy in an economy characterized by a large, relatively 
short-dated public debt. The outstanding virtue of the accord was that 
it implied continued central bank responsibility for maintaining orderly 
conditions in the *overnment securities market while explicitly releasing 
it from responsibility for maintaining par on long-term obligations. 

In the two years which followed the accord the Federal Reserve gen- 
erally followed a restrictive monetary policy made possible by the ces- 
sation of rigid market support; on the other hand, it did not turn its 
back upon the Treasury but assisted the refunding operations of the 
latter through open-market purchases during refunding periods. 

In March, 1953, the Open-Market Committee majority directed its 
account manager to refrain from direct support operations in aid of 
Treasury refunding. Specifically, the directive proscribed purchase of 
maturing securities, purchase of securities in the maturity sector in 
which the refunding offer is made, and purchase of offered securities on 
a “when issued’’ basis.! The announcement of this “ground rule’’ (to- 
gether with that which confined open-market operations to the shortest 
maturity sector) provoked a wave of criticism by professional econ- 
omists. 

In recent articles, Professors Hansen, Wood, and Weintraub have 
discussed the implications of the decision to eschew support of Treasury 
refinancing from the standpoint of appropriate management of the 
federal debt.? While correctly asserting that there are compelling rea- 

*1I wish to thank Professor James A. Maxwell, of Clark University, and Professor 
Hyman Minsky, of Brown University, for helpful criticism of earlier drafts of this manu- 
script. Responsibility for the analysis and conclusions, however, rests with the author. 

1. Board of Governors of the Federal Reserve System, Annual Report (1953), p. 88. 

2. See A. H. Hansen, ‘‘Monetary Policy,” Review of Economics and Statistics (May, 
1955), pp. 110-19; Sidney Weintraub, ‘‘Monetary Policy: A Comment,” Review of Eco 
nomics and Statistics (September, 1955), pp. 292-96; and Elmer Wood, **Recent Monetary 
Policy,”’ Journal of Finance (August, 1955), pp. 315-25. 
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sons why refunding offers should be supported, these writers did not 
consider certain aspects of the problem which deserve attention. I pro- 
pose to fill this gap by giving consideration to the following questions: 
(1) To what extent is the Federal Reserve’s ability to pursue flexible 
monetary policy impaired by its support of Treasury refinancing? 
(2) What weight should be given to the arguments upon which the 
Open-Market Committee based its non-support directive? In order to 
set the stage for the discussion, a brief review of the Treasury’s refund- 
ing problem and the rationale of refunding support is necessary. 


II. THE REFUNDING PROBLEM 


Successful refinancing of the federal debt involves the selection of 
terms for the refunding offer which will appeal to the holders of the 
maturing securities or to other market investors. Since the success of a 
refunding offer is measured in terms of the percentage of the maturing 
obligation which is “‘rolled over” into the new issue, it is required that 
the Treasury tailor its terms to the needs of the market. This means the 
terms must be such that either (1) those who own maturing securities 
at the time of the refunding announcement will prefer the new security 
to cash or (2) sufficient demand for “‘rights’’ will be forthcoming from 
non-owners to satisfy cash needs of holders who are not satisfied with 
the offer. On the other hand, lack of attrition does not necessarily imply 
appropriate debt management. The terms which the Treasury offers 
(particularly the coupon rate) may be better than is required to keep 
attrition to the Treasury’s cash balance within tolerable limits. 

The problems confronting the Treasury in debt-refunding are great- 
est when market rates of interest are rising or when predominant expec- 
tations prevail that they will rise in the near future. Whether this in- 
crease in rates is induced by central bank action or not, the Treasury’s 
task of selecting a coupon which, at the time of subscription, is suffi- 
ciently in line with the market to attract exchange and which does not 
constitute a “‘bonus” to investors is one requiring great forecasting 
accuracy. It is precisely the impossibility of achieving such sophistica- 
tion on the part of debt management officials which serves as part of 
the rationale of refunding support. 

Assuming that monetary restraint is being exercised by the Federal 
Reserve and that the latter is not supporting Treasury exchanges, in- 
terest rates which appear to be in line with the market at the time of 
their announcement may subsequently become unattractive to inves- 
tors. Even if the Federal Reserve holds it weapons in abeyance during 
the refunding period, other factors may tighten bank reserve positions 
and money rates, thus encouraging cash redemption of maturing issues. 
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If the exchange fails, it has been argued that the Treasury may solve 
its problem by returning to the market with an offer which includes 
more enticing terms. This, however, is not a real solution. If yields con- 
tinue to rise, the Treasury is again faced with the problem of selecting 
a sufficiently (but not excessively) attractive coupon. 

Professor Wood has suggested that the refunding dilemma will tend 
to be resolved in favor of “bonus” terms.* This would appear to be a 
reasonable conclusion; the Treasury cannot continuously expose its 
cash balance to the risk of large refunding failures.‘ Few would argue 
that such bonuses are not reprehensible on equity grounds. Moreover, 
excessive coupon offers will tend to increase other security yields; 
owners of “old’’ government securities, particularly in the maturity 
sector of the refunding issue, will tend to sell in order to purchase the 
relatively underpriced new security. While this result may not be in- 
consistent with the aim of monetary policy, it is brought about by 
Treasury action primarily, and only indirectly (through passivity) can 
responsibility for it be assigned to the monetary authority. 

The foregoing considerations lend support to the contention that the 
Federal Reserve should not turn its back upon Treasury debt-refund- 
ing. As Roosa has observed, there is some doubt concerning the ability 
of the Treasury to refund the federal debt without outside help in a 
period of monetary restraint.® While the foregoing analysis suggests this 
conclusion, acceptance of a support policy requires consideration of its 
impact upon the effectiveness of monetary management. Specifically, 
to what extent is the central bank’s ability to contain credit expansion 
forces in boom periods negated by a concurrent policy of supporting 
Treasury debt-refunding operations? 


III. SupPpoRT AND FLEXIBLE MONETARY POLICY 


The impact of refunding support upon the flexibility of monetary 
policy is most clearly apparent between July, 1951, and October, 1952.° 
The Treasury entered the market on nine occasions to refund approxi- 
mately $49.3 billion of maturing securities during the period. Although 


3. Op. cit., p. 322. 


4. This is particularly true when the cash balance is not much above a normal operating 
level. Such has often been the case in recent years as a consequence of congressional debt 
limitation. 


5. R. V. Roosa, “Integrating Debt Management and Open Market Operations,’’ A meri- 
can Economic Review (Papers and Proceedings) (May, 1952), p. 217. 


6. The desire to isolate the impact on flexibility of discontinuous refunding support 
from that of continuous market support associated with ‘‘pegging”’ rules out the use of 
pre-accord data. 
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attrition was high in two of these operations (22.8 per cent and 16.9 
per cent), the amounts involved were relatively small; as indicated in 
Table 1, total attrition was slightly more than 5 per cent. 

To a significant degree, the Treasury’s debt-management success 
was attributable to Federal Reserve support. While the volume of sup- 
port was relatively insignificant in some subscription periods,’ it ex- 
ceeded $500 million in the September—October, 1951, operation,’ and 
was large in the March, August, and September, 1952, refundings.?® 

Support purchases during refinancing periods did not invariably 
represent an equivalent increase in Federal Reserve credit. The Com- 


TABLE 1 


OPEN-MARKET TRANSACTIONS IN GOVERNMENT SECURITIES 
JuLy 1, 1951—SEPTEMBER 30, 1952* 


(In Millions of Dollars) ft 


Durinc Periops oF OTHER THAN PERIODS 
Tora RE FUNDING oF REFUNDING 
(1 (2) (3) (4) (5) (6) 
CLass oF SECURITY Purchases Sales Purchases Sales Purchases Sales 
Maturing issues (rights) 3.059 3,059 
Other securities matur- 
ing within: 
91 days. 1,568 2,206 541 372 1,027 1,834 
91 days—14 mos. 594 Zaee 341 1,154 253 1,123 
14 mos.— 5 yrs. 1 1 
5 yrs. -10 yrs. 3 : 3 
over 10 yrs. 23 5 6 3 17 2 
Total 5,248 4,488 3,947 1,529 1,301 2,959 
* Subcommittee on Economic Stabilization of the Joint Committee on the Economic Report, Umiled States 
Monetary Policy: Recent Thinking and Experience (Washington, D.C.: Goveinment Printing Office, 1954), p 
265. Hereafter referred to as Flanders Hearings. 
+ t Excludes repurchase agreements with dealers and brokers and sales of special certificates from and to the 
reasury 


mittee followed the practice of making offsetting sales of other securi- 
ties in its portfolio concurrently with its purchases of “rights’’ and 
“comparable maturities.” Between subscription periods, moreover, 
sales from the system portfolio withdrew funds supplied in support 
operations. Table 1 indicates the extent to which such offsetting sales 
were made. 

Subtraction of column (2) from column (1) reveals that total off- 
setting sales fell short of total purchases by $760 million for the period 
as a whole. This amount reflects the fact that “in August and Septem- 
ber [1952] a large part of the funds supplied was left in the market in 

7. In August, 1951, for example, the data indicate purchases of $54 million. Estimate 
derived from Federal Reserve Bulletin (August, 1951), p. 970. 

8. Board of Governors of the Federal Reserve System, Annual Report (1951), p. 7. 
9. Board of Governors of the Federal Reserve System, Annual Report (1952), p. 3. 
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view of seasonal . . . needs.””"° It is also instructive to note that one- 
quarter of the total purchases was made between refunding periods and, 
further, that more than one-third of all sales occurred during the sup- 
porting operations. 

The fact that the System’s portfolio remained approximately con- 
stant between July, 1951, and October, 1952 (a period of substantial 
inflationary pressure), should not be construed as definitive evidence 
that support operations vitiated the central bank’s efforts to maintain 
restraint upon monetary expansion. While the degree of restraint actu- 


TABLE 2 


MEMBER BANK RESERVE BALANCES AND FREE RESERVES 
JULY, 1951—OCTOBER, 1952* 
(In Millions of Dollars) 


(5) (6) 
(2) (3) Discounts Free 

(1) Total Required (4) and Reserves 

End of Month Reserves Reserves Excess Advances (4) —(5) 
July, 1951... 18,863 18,396 467 277 190 
Aug., 1951.. 19,181 18 ,464 717 552 165 
Sept., 1951. 19 391 18 ,822 569 190 379 
Oct., 1951.. } 19,557 19 ,060 497 186 311 
Nov., 1951 19,670 19,180 490 624 — 134 
Dec., 1951. : 20 ,056 19 ,667 389 19 370 
Jan., 1952.. F 20,077 19 443 634 328 306 
Feb., 1952 19 ,982 19,254 728 598 130 
Mar., 1952 ‘ 19,733 19,241 492 133 359 
Apr., 1952 ; 19,940 19,143 797 676 121 
May, 1952 : 19,778 19,187 591 952 —361 
June, 1952 19,381 19,573 —192 59 —251 
July, 1952...... 20,323 19,828 495 1,270 = 775 
Aug., 1952 20,411 19,567 835 1,318 — 483 
Sept., 1952. 20 ,066 19,747 319 477 — 158 
Oct., 1952.. a 20,616 19 996 620 1,591 —971 


* Source: Derived from Board of Governors of the Federal Reserve System, Annual Report (1951), p. 67, 
Annual Report (1952), p. 63. Figures are for end-of-month. 


ally imposed may well have been less than it might have been, this was 
probably due to circumstances essentially unrelated to support of 
Treasury exchanges.' On the other hand, there is both objective and 
subjective evidence that monetary policy was reasonably successful in 
the period—effective, that is, on the basis of traditional standards of 
judgment.” 

Table 2 shows the increasing pressure which was exerted upon mem- 

10. Board of Governors of the Federal Reserve System, Annual Report (1952), p. 3. 

11. While it is somewhat idle to speculate upon whether or not the System imposed a 
full measure of restraint within the limits of its power in the post-accord period, it is pos- 
sible that the danger of a third world war, much discussed at the time, may have inhibited 
more vigorous action. The possibility of financing a major war at short-term rate approach- 
ing 2 per cent was probably a substantial deterrent to a policy of greater restraint. 

12. Federal Reserve Bank of New York, Monthly Review (August, 1952), p. 111. 
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ber bank reserve positions. This pressure is especially evident in the 
final nine months. Commercial banks were forced to rediscount in in- 
creasingly large amounts; by July, 1952, rediscounting was greater 
than at any time since 1932. 

An interesting comparison may be made between the most recent 
period of credit restraint and the period covered in Table 2. June- 
December, 1955, rediscounting by member banks averaged $483 mil- 
lion,'* while the average for the period July, 1951—October, 1952 was 
in excess of $578 million. This comparison is of some importance in that 
a high level of rediscounting tends to enhance the System’s ability to 
affect the cost and availability of bank credit. 

Table 2 also shows that free reserves were quite small throughout 
the period and, in the last six months, negative. In 1950, the year prior 
to the accord, free reserves averaged substantially higher and were 
never negative.” 

Loan expansion in this period was moderate in comparison with the 
growth of loans between June and December, 1955. In spite of the fact 
that banks in the 1951-52 period had relatively large excess reserves, 
they do not appear to have been fully utilized. While there was a rather 
steady growth in the loans of weekly reporting banks between June, 
1951, and October, 1952, the total at the end of the seventeen-month 
period was only $4.4 billion higher than at the beginning. This rate of 
expansion may be compared with a $4.9 billion increase in the last 
seven months of 1955. 

The contention that monetary policy was reasonably effective in the 
post-accord period of refunding support is further strengthened by data 
on debt yields. The increases shown in Table 3, while relatively modest, 
do not reflect the existence of a plethora of funds. 

Throughout the period Reserve officials expressed satisfaction with 
the degree of monetary stringency achieved. The Federal Reserve 
Bank of New York observed in early 1952 that 
the Federal Reserve’s moderately restrictive credit policy over recent months 
has made it increasingly necessary for banks to meet temporary reserve deficiencies 
by borrowing from the Federal Reserve Banks. In general, reserve funds obtained 


through . . . borrowing are less likely to be considered . . . as permanent additions 
to their reserves than are funds obtained through sales of securities. . . ." 


13. Average derived from end-of-month figures. Federal Reserve Bulletin (January, 


1956), p. 18. 


14. I am not suggesting that a more vigorous monetary policy was pursued in 1951-52. 
The level of excess and free reserves in recent months has been below that attained in the 
period under study. 


15. Board of Governors of the Federal Reserve System, Annual Report (1950), p. 59. 
16. Monthly Review (January, 1952), p. 3. 
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Subsequently, the Open-Market Committee commented on mone- 
tary policy as follows: 


The period between the meetings of the . .. Committee on June 19 and Septem- 
ber 25, 1952, was marked by large Treasury financing operations, . . . a tight money 
market which became progressively tighter during the three months, a level of bank 
borrowings at the Reserve Banks generally above a billion dollars, a rise in Federal 


Reserve holdings of securities . . . and an upward tendency in short term interest 
rates. ... 
Reserve System purchases... were made principally at times of Treasury 


financing. The timing of such purchases, therefore, was not always what credit 
policy would have suggested. In ultimate effect, however, such purchases were part- 
ly offset by subsequent sales and over a period did not meet all the demand for 
reserve funds. .. .!” 


TABLE 3 


YIELDS OF SELECTED DEBT INSTRUMENTS ON 
JULY, 1951, AND OCTOBER, 1952* 


YreLp 
Dest INSTRUMENT July, 1951 October, 1952 
U.S. government securities........ 
ee 1.59 1.74 
9-12-month issues.............. 1.74 1.84 
S-S-YORE MUGS... o.oo cece cesnn 1.94 2.26 
long-term bonds............... 2.63 2.74 
Municipal bonds (high grade)...... 2.18 2.42 
Corporate bonds (Moody’s Aaa)... 2.94 3.01 
Prime Bankers’ Acceptances....... 1.63 1.75 
Average bank rates on business loans 
(short-term), allloans.......... 3.07 (June) 3.49 (Sept.) 


* Derived from Federal Reserve Bulletins (January, 1952), p. 60; (November, 1952), 
p. 1216. 


In 1952 the Board of Governors noted that record levels of output 
had been achieved without further inflation. 

Monetary policy . . . played a significant role in these . . . developments... . 
Too great an expansion of bank credit would have been conducive to resumption 
of inflationary pressures; too little would have handicapped business and the de- 


fense program. . . . Discount operations . . . again became an effective instrument 
of credit policy. .. .18 


As previously noted, support of the August, 1952, refunding was 
large; in spite of this, Reserve Bank officials noted that the “‘unrelieved 
tightness in the money market that had prevailed over the summer 
months. . . was still in evidence during the early part of Septem- 
ber... .”?® In spite of refunding support, the System had apparently 
achieved the degree of monetary restraint which it desired. 

17. Board of Governors of the Federal Reserve System, Annual Report (1952), pp. 96- 
97. 

18. Ibid., p. 1. 

19. Federal Reserve Bank of New York, Monthly Review (October, 1952), p. 141. 
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This evidence does not bear out the Committee’s hypothesis that re- 
funding support ‘‘seriously hampers freedom of action in effectuating 
general credit policy.””° The major effects of support are (1) that more 
intervention in the market is required when the Committee is assisting 
refinancing than under the present rule, and (2) the timing of credit 
policy is occasionally disrupted. Neither of these effects was a substan- 
tial deterrent to effective monetary management in the period studied. 

While the present writer strongly disagrees with the position taken 
by the Open-Market Committee in 1953," he is aware of danger in- 
herent in any general agreement by the Committee to underwrite 
Treasury refinancing. This danger appears to have eluded the attention 
of Professors Hansen, Wood, and Weintraub.” 

In the first place, if the Committee were to make a firm commitment 
to support all refundings irrespective of the terms established by the 
Treasury, there would be danger that the latter would maintain un- 
realistic coupon rates. This could mean that supporting purchases 
necessary to prevent high attrition might be so large that subsequent 
sales between refundings would be difficult. This possibility argues for 
making support decisions on a case-by-case basis. If the Treasury 
insists, in any refunding, upon terms which the Committee feels are 
inconsistent with market conditions, the Treasury might well be al- 
lowed to assume sole responsibility for the consequences. On the other 
hand, if the terms of the exchange appear to be in line with the market 
and consistent with central bank objectives and the orderly manage- 
ment of the debt, temporary support of the market during the subscrip- 
tion period could be undertaken without endangering either Federal 
Reserve independence or its control of credit expansion. 

In the second place, one cannot ignore entirely the timing difficulties 
imposed by refunding support. If the Federal Reserve makes large 
support purchases in August, later provision of Reserve credit to meet 
seasonal needs may be unnecessary or reduced in scale. The extent to 
which the problem of timing is solved in this way, however, would 
appear to depend upon how the banks use the excess reserves created 
in the refunding. 

If the banks are heavily in debt to the Reserve Banks, it is less likely 


20. Subcommittee on Economic Stabilization on the Joint Committee on the Economic 
Report, United States Monetary Policy: Recent Thinking and Experience (Washington, D.C.: 
Government Printing Office, 1954), p. 303. Hereafter referred to as Flanders Hearings. 


21. This decision was not unanimously agreed upon; Mr. Sproul has strongly opposed 
the ground rules. 


22. If my interpretation is correct, these writers would not distinguish between a gen- 
eral support commitment and decisions to support made on a case-by-case basis. 
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that the reserves obtained will be used for credit expansion than when 
the opposite is true. Should reserves provided be used to reduce inter- 
bank and Reserve Bank indebtedness (which would tend to be the case 
if traditional views of bank behavior are correct), the refunding pur- 
chases may be offset later without much difficulty. On the other hand, 
if banks employ the marginal reserves in loan expansion, offsetting 
sales after the refunding would have to be made in a money market at 
least as tight as that which prevailed before the refunding. Where loan 
expansion occurs, support purchases do not create easier money condi- 
tions which can be later rectified. Instead, the System would be faced 
with the task of absorbing reserves from substantially the same base 
of excess and free reserves that prevailed before its refunding purchases 
were made. In other words (to continue the seasonal example) the 
System may find in the late months of the year that there is need for 
more ease than that supplied by its refunding purchases because the 
banks have used the reserves previously created to make loans. This 
problem is, of course, perfectly general and does not depend upon sea- 
sonal assumptions. 

As thus stated, the timing problem may make the task of the mone- 
tary authorities more difficult. The banks, however, are not likely to 
consider reserves created in refunding support as permanent additions 
to the credit base; especially is this true if the Open-Market Committee 
has “‘conditioned” the banks to its own techniques. 


IV. EVALUATION OF THE ARGUMENTS AGAINST SUPPORT 


The Open-Market Committee’s decision to discontinue refunding 
support followed the recommendations of a three-member subcommit- 
tee which was appointed to study the impact of open-market techniques 
upon the functioning of the market for government securities. The 
major concern of the subcommittee appears to have been whether Com- 
mitee techniques, as employed in the post-accord period, interfered 
unduly with the operational excellence of the market—its depth, 
breadth, and resiliency. 

The subcommittee concluded, after consulting with government 
securities dealers and others associated with the market, that continu- 
ous Committee intervention, as well as intervention outside the very 
short sector, interfered with the development of a really free money 
market ;* this, in turn, prevented the development of appropriate mar- 
ket depth, breadth, and resiliency. 


23. Flanders Hearings, p. 303. 
24. Ibid. 
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Arriving at these conclusions, the subcommittee recommended 
(quite logically, given the market improvement objective) termination 
of refunding support. Support required not only frequent and occasion- 
ally heavy purchases during subscription periods, but also sales either 
simultaneously or following the refund. This intervention was naturally 
repugnant to those members of the Committee who were least inclined 
to question the free-market doctrine. On March 4, 1953, the Committee 
proscribed refunding support as well as operations outside the short- 
term sector. 

The general argument of the subcommittee for confining operations 
to the bill market has been discussed elsewhere by the present writer.* 
While it is clear that the decision to discontinue support of refinancing 
was based upon the “minimum intervention” and “bills only” doc- 
trines, the subcommittee raised independent objections to support 
which have not been examined in the literature. The merit of these 
would appear to deserve brief consideration. 


A. THE IMPAIRMENT OF GENERAL CREDIT POLICY 


The subcommittee maintained that support of Treasury refinancing 
“seriously hampers freedom of action in effectuating general credit 
policy.”” Examination of the post-accord data, as well as a priori 
reasoning, leads to the rejection of this contention in so far as support 
decisions are made on a case-by-case basis. The subcommittee makes 
no such distinction. As indicated in Section III above, support requires 
greater intervention in the market than would otherwise obtain; this, 
however, is essentially irrelevant to the subcommittee argument. 


B. THE ‘““PEGGED MARKET’ ARGUMENT 


The subcommittee also contended that support of refinancing tem- 
porarily re-establishes a “pegged market.” This is essentially correct, 
although the fact adds little to the strength of the subcommittee posi- 
tion. Certainly the differences in the effect of continuous support of the 
market and that of temporary support during subscription periods can- 
not have escaped the subcommittee. This particular argument is obvi- 
ously based upon the subcommittee aversion to any action which might 
be construed as interference with the ‘‘natural’’ level of security 
yields.” Even the most temporary stabilizing measures are believed to 
inhibit market depth, breadth, and resiliency.” These views place over- 

25. Deane Carson, ‘‘Recent Open Market Committee Policy and Technique,” Quarterly 
Journal of Economics (August, 1955), pp. 321-42. 


26. Flanders Hearings, p. 303. 27. Ibid., p. 301. 28. Ibid., p. 303. 
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riding emphasis upon market characteristics as a criterion of open- 
market techniques; if refunding support can be justified on its own 
merits, and if it does not substantially impair monetary control, the 
conclusion must be made that the “pegged market” argument is not 
persuasive. 


C. SUPPORT ENCOURAGES UNREALISTIC TREASURY RATES 


A third subcommittee argument against support is that such assist- 
ance will lead the Treasury to overestimate the worth of its securities 
in the market.”* In a previous section of this paper such a possibility 
was admitted where a firm commitment to support all exchanges 
(irrespective of terms) is made by the Committee. The remedy was also 
suggested: by making its support decisions on a case-by-case basis, the 
Treasury’s temptation to maintain low coupons in the face of rising 
market yields will be substantially removed. 


D. SUPPORT RESULTS IN A FROZEN CENTRAL BANK PORTFOLIO 


Where the Committee supports Treasury refinancing operations, the 
subcommittee further contended that the Reserve’s portfolio tends to 
become heavily weighted with securities the rights to which were 
acquired in the purchase of maturing issues. This occurs because “‘at 
maturity of the securities the committee is again expected to avoid 
forcing attrition and thus becomes obliged to roll over. Resale after 
maturity would involve a judgment as to timing and could not aveid 
disruption to the normal demand and supply relationships. . . .”’*° 
Examination of the changes in the portfolio of the Reserve Banks be- 
tween July, 1951, and September, 1952, does indicate such “‘freezing.”’ 
During this period Treasury offers consisted mainly of certificates. At 
the same time, Reserve holdings of certificates increased markedly, 
while its ownership of notes and bills declined. 

The subcommittee’s declarations that sales of securities acquired in 
refunding support would involve a timing judgment and would inter- 
fere with market forces are, of course, correct. The really important 
question, however, would appear to be whether it is possible to avoid 
a “frozen” portfolio, granting that discretionary judgment is often 
required in central banking. If sufficient sales of issues acquired in 
refunding cannot be made, and if the supply of other securities in the 
portfolio is exhausted in prolonged restraining operations, a critical 
problem may indeed arise. 


29. Ibid. 
30. Ibid. 
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Shortage of selling capacity, however, is not likely to obtain. As an 
underwriter of Treasury refunding on a case-by-case basis, the Com- 
mittee should be in a position to sell gradually some of the acquired 
securities. Yields in a given sector seldom rise continuously; the Com- 
mittee might well take advantage of changes in demand which occur 
subsequent to the refunding. Dumping of acquired securities in toto 
immediately after the date of refund is not, of course, feasible. 

Sproul has suggested that swap operations might be utilized more 
extensively to avoid a “‘frozen”’ portfolio.** Employment of this tech- 
nique would provide a workable solution to the problem of portfolio 
distribution in prolonged periods of credit restraint. Furthermore, 
reference to Table 4 indicates that the volume of longer-term securities 


TABLE 4 


FEDERAL RESERVE PORTFOLIO COMPOSITION 
JuLy 11, 1951, AND SEPTEMBER 24, 1952* 


(Thousands of Dollars) 








DATE 
SECURITY July 11, 1951 September 24, 1952 
Bills. .. ; ee 637 ,550 418 , 200 
Certificates........ ae 3,193,792 12 ,492 ,466 
Notes ; ; Pes 13,439,248 5,568 ,073 
Bonds ; 5,822,102 5,135,823 
Total... : ere 23,714,562 


* Source: Federal Reserve Bulletins (August, 1951, and October, 1952). 


in the portfolio was sufficient in 1951-52 to provide ample selling 
capacity. By restricting its operations to the bill market, the Commit- 
tee essentially “freezes” its own portfolio. Should the supply of bills be 
exhausted, offsetting sales might well be made from the intermediate- 
and long-term sectors. This would have the additional advantage of 
raising long-term yields which may (as in the recent period of credit 
restraint) be stable or tending to fall in the face of rising bill yields. 


V. CONCLUSIONS 


Recent discussions in the literature concerning the 1953 decision of 
the Open-Market Committee to discontinue support of Treasury re- 
funding operations have tended to ignore the question of impact of 
support upon the effectiveness of monetary management, while cor- 
rectly pointing out the dangers inherent in a non-assistance policy. This 
study tends to confirm the proposition which other writers apparently 
assumed —that refunding support need not vitiate the effectiveness of 
Federal Reserve monetary control. The evidence presented for the 


31. Ibid., p. 328. 
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period following the accord and prior to the adoption of the “ground 
rules” indicates that the System was able to achieve money-market 
stringency and that it was reasonably satisfied with the control which 
it had exercised. 

There are certain problems associated with support, however, which 
collectively militate against a policy of full assistance to all Treasury 
exchanges. The most obvious of these, as well as the most important, 
is the fact that a firm commitment to support may encourage the 
Treasury to overestimate the worth of its own securities. Of all the 
contentions of the subcommittee, this appears to be the most nearly 
correct. 

Furthermore, a firm commitment, resulting in the need for heavy 
Federal Reserve purchases, would certainly make more difficult the 
task of monetary management. This is particularly true if the banks 
use temporarily created reserves for loan expansion. In this case, sub- 
sequent sales would have to be undertaken against a base of excess and 
free reserves not substantially different from that which prevailed be- 
fore the refunding. Where offsetting sales must be very large in volume, 
then, the degree of stringency resulting might not be conducive to 
orderly market conditions. 

On the other hand, as other writers have emphasized, any ‘‘ground 
rule” proscribing support in all cases is likely to have undesirable 
effects.” Particularly at times when its cash balance is low, to avoid 
attrition the Treasury may attach higher coupons than necessary to its 
refunding issues, thus giving inequitable bonuses to the holders of 
maturing securities. 

Finally, the present study suggests the desirability of a case-by-case 
approach to refunding support decisions. The conclusions of Mr. 
Sproul seem eminently reasonable: 

I would agree that the System Open Market Account should not, as a matter of 
routine, provide such direct support of Treasury refinancing but I would also say 
that we cannot, as a matter of routine, turn our back on such support... . 

There will... be times, particularly in periods of credit restraint . .. when 
rigid application of the present rule may result in serious collisions of debt man- 
agement and credit policy, which might have been avoided without jeopardizing 
the overall public interest.** 


32. The support of the December, 1955, refunding marked a departure from the ex- 
treme position taken earlier by the Open-Market Committee. I interpret this action as a 
step in the direction of support of Treasury refinancing on a case-by-case basis. 


33. Flanders Hearings, p. 227. 
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THE REGIONAL IMPACT OF FEDERAL 
FISCAL POLICY* 


NORMAN H. JONEs, JR. 
Washington, D.C. 


Ir IS WIDELY recognized that the fiscal activities of the federal govern- 
ment affect: (1) the general level of income, employment, and prices; 
(2) the personal distribution of income; and (3) the composition of out- 
put. But it is not so well recognized that federal tax collections and 
expenditures also affect the spatial pattern of economic activity within 
the nation. 

The geographical distribution of natural resources, plant and equip- 
ment, population, and income is far from homogeneous. Hence, nomi- 
nally uniform federal tax and expenditure programs have markedly 
different effects in the various geographic areas of the country. This 
raises the question, then, of the possibility of designing the differential 
regional effects of federal finances in such a way as to facilitate the 
achievement of specified objectives. 

To formulate regionally oriented federal fiscal programs, it is neces- 
sary, first, to have knowledge of the effects of federal fiscal activities 
upon the level and composition of economic activities in the various 
regions of the nation. The present study is in the nature of a statistical 
analysis of the regional relationship of federal tax and expenditure pro- 
grams to the differential rates of change in regional income payments 
from 1929 to 1949. It is assumed that income payments are a satisfac- 
tory index of over-all economic development. 

For the purposes of this study, the nation was subdivided into seven 
major regions: New England, Middle East, Southeast, Central, North- 
west, and Far West. Tax payments to the federal government from these 
seven regions were estimated on the basis of three “‘sets” of tax inci- 
dence assumptions. 

The estimates of regional contributions to total federal revenues in- 
dicate that tax payments, per capita, and relative to regional income 
payments, were a lesser “burden” in the Southeast, Southwest, and 


* A dissertation completed at the State University of Iowa in 1954. 
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Northwest regions than in the nation as a whole. However, as incomes 
rose in these regions, the absolute and relative share of federal taxes 
received from these areas also increased. Tax payments in the lower- 
income regions were found to be less sensitive to income changes than 
tax payments in the higher-income regions. 

Estimates of the regional distribution of federal expenditures were 
prepared for three time periods: 1930-35; 1936-39; and 1929 and 1940— 
49. These estimates indicate that despite smaller per capita disburse- 
ments by the federal government in the lower income regions, i.e., the 
Southeast, the Southwest, and the Northwest, federal spending, as a 
percentage of income payments, was more important in these regions 
than elsewhere in the nation, with the exception of the wartime period. 
During the war years, federal expenditures increased more rapidly in 
dollar volume, and as a percentage of income payments, in the New 
England, Central, and Far West regions, reflecting primarily the re- 
gional distribution of federal purchases of war materials. 

With the exception of the war years, estimates of regional balances of 
payments on transactions with the federal government were more fa- 
vorable to the Southeast, Southwest, and the Northwest than to the 
New England, Middle East, Central, and Far West regions. Those re- 
gions experiencing the greatest net inflow of funds from the federal gov- 
ernment, relative to regional income payments for the period 1929 to 
1949, were the regions which experienced the greatest income increases 
from 1929 to 1949, i.e., the Southeast, Southwest, and Far West. Con- 
versely, those regions which experienced the smallest income increase 
from 1929 to 1949 were the regions in which the net inflow of funds, 
relative to income payments, was below the national average rate. 

There were, of course, many factors other than the excess of federal 
outlays, or tax collections, influencing regional growth during the period 
studied. But it is highly probable that the financial transactions be- 
tween the federal government and individuals and business firms in the 
various regions played an important part in determining regional in- 
come trends. 











STATE INDIVIDUAL INCOME TAX JURISDICTION 
A STUDY OF UNNEUTRAL TAXATION* 


GLENN W. FISHER 
North Dakota Agricultural College 


Those who believe that the net income tax has a place in state and 
local finance must be solicitous for the record of income tax states in 
minimizing jurisdictional conflict and irrationality. In the field of per- 
sonal income taxation little progress has been made in this direction. 

Jurisdictionally neutral state income taxation exists when income 
subject to the tax jurisdiction of more than one state and income sub- 
ject to the jurisdiction of only one state are treated impartially. 

Jurisdictionally unneutral state income taxation may arise because 
states assert jurisdictional claims based upon different jurisdictional 
theories, because of lack of uniformity in formulating or applying defi- 
nitions or because of the compartmentalization of income and the vari- 
ous subtractions from income. Quantitative data concerning the 
amount of jurisdictionally unneutral individual income taxation which 
exists is very limited, but an analysis of the possible sources of un- 
neutrality and the case material available suggests that it is by no 
means insignificant. 

The two leading theories of income tax jurisdiction differ as to wheth- 
er the income tax is a personal tax levied upon the person by the state 
of his residence or whether it is a tax upon the process of income crea- 
tion levied by the state of situs. Although either theory may be per- 
suasively defended, neither has been widely adopted as the sole basis 
for state income tax legislation. Either theory used alone would allow 
individuals to escape taxation who obviously owe a tax obligation to 
the state. As a result, a majority of the income tax states tax residents 
upon all of their income and non-residents upon all income having its 
source within the state. Tax credits reduce the resulting unneutrality 
somewhat but do not solve the problem. 

A satisfactory theory of jurisdiction must be based upon the proposi- 
tion that the income tax is a dual tax. It is both a personal tax and a 
tax on income creation, but a state having jurisdiction over only one 
base may properly levy a tax only one-half as large as if it had jurisdic- 
tion over both bases. 


* A dissertation completed at the University of Wisconsin in 1954. 
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Differing definitions of residence for income tax purposes make it 
possible for an individual to be taxed as a resident by more than one 
state in the same year. Analysis indicates that the most satisfactory 
solution would probably be to define a resident as anyone in the state 
for other than a temporary or transitory purpose. 

Rules for determining the source of income vary according to the 
type of income. Analysis of the problem of defining the source of income 
indicates that in some cases agreement on common definitions would 
not be difficult if a sincere and well-organized effort were made. In 
other cases determination must be largely arbitrary and the primary 
need is for an organization or group to make and enforce decisions. 

Unneutralities arising from compartmentalization of income can be 
eliminated if the situs-based tax is prorated after the computation of 
the tax rather than following the common practice of prorating income 
and deductions before the computation. 

Alternate plans for eliminating jurisdictional unneutrality are of- 
fered. One plan calls for federally administered income tax supplements. 
The status would determine income tax rates and exemptions but 
would surrender to the federal government the tax collection function. 
The federal government would determine the definition of income to be 
used and would determine all jurisdictional questions. State participa- 
tion would be voluntary. 

The other plan calls for a series of state compacts. The states would 
agree to base their jurisdictional claims on the dual tax theory, to use 
uniform definitions, and to prorate the situs-based tax after computa- 
tion. The compacts would be written in broad terms. Details would be 
worked out by using uniform laws or administrative agreements. A 
central agency would be needed to promote the compacts and serve as 
a permanent co-ordinating agency. 

Both of these plans involve the use of methods of tax co-ordination 
which have, in this country, generally been dismissed as of little value. 
On the basis of new facts and analysis it appears that both have been 
dismissed too readily and that they offer possibilities of being of great 
use in this field. 











AN EVALUATION OF CREDIT CONTROL TOOLS* 


THOMAS IRWIN STORRS 
Federal Reserve Bank of Richmond 


THIS STUDY consists of a critical examination of the credit control tools 
that recently have been used or proposed for use in the United States. 
Rejecting the idea of a body of principles that might be termed ‘“‘the 
general theory of central banking,” the analysis deals with the particu- 
lar attributes of specified tools against the institutional environment of 
credit in the United States of the 1950’s. The results are neither time- 
less nor of general applicability; indeed, such validity as they have will 
be threatened if any significant change occurs in the institutional ar- 
rangements through which they operate. 

Despite this topical nature, the examination rests upon successive 
foundation layers that include substantial attention to the history of 
central banking and of individual central banking tools. The role of the 
foundations may be described schematically as follows: individual 
credit control tools can be appraised in a systematic fashion against 
criteria established for that purpose. Such an appraisal requires a cur- 
rent formulation of the principles by which each control operates or is 
expected to operate; an understanding of this formulation requires a 
knowledge of the tool’s historical development and of any special ends 
that it originally was intended to achieve. The establishment of the 
criteria for the appraisal requires an understanding of the ebjectives of 
credit policy and their evolution and a knowledge of the structure of 
credit upon which the controls operate. 

The conclusions of the study may be summarized as follows: 

1. Open-market operations have characteristics that qualify them as 
the main tool of credit policy: flexibility, effectiveness at the Federal 
Reserve System’s initiative, and rapid pervasiveness throughout the 
structure of credit. 

2. The discount mechanism is an important adjunct to open-market 
operations in providing a means by which member banks can increase 
the aggregate of member-bank reserves and a means by which the direc- 
tion of credit policy can be confirmed. The “relief”? mechanism increases 
the usefulness of open-market operations by allowing the imposition of 
conditions of credit stringency; it also provides a further means of in- 
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fluencing the availability and cost of credit because of the cultivated 
tradition against continued member bank indebtedness. 

3. Changes in reserve requirements are not suitable for the imple- 
mentation of credit policy aside from rare occasions when a resounding 
announcement effect is desired. Changes in requirements may well be 
made from time to time, however, to take account of changes in basic 
credit factors. 

4. Qualitative credit controls have a minor role to play in the condi- 
tions accepted as the premises of the study. Selective control of stock- 
market credit is judged to have sufficient merit to offset its disadvan- 
tages, but no case is made for additional powers of this sort. Qualitative 
control through such channels as definition of eligible paper, moral 
suasion, and the like is appraised as relatively unimportant for the 
current decade. 

5. The various proposals for alternative or supplementary systems 
of reserve requirements are rejected. The conditions that gave rise to 
some of these no longer exist, while serious objections are noted to the 
operation of each. The adoption of the recently proposed “uniform”’ 
reserve requirement is held to be doubtful because of the problems in- 
volved in the shift to requirements based on a different rationale. 











MANAGEMENT PROBLEMS OF BANK 
CHARGE ACCOUNT PLANS* 


WILLIAM H. FIcHTHORN 
Ohio University 


BANK CHARGE account plans are a recent development in commercial 
banking. At the time this thesis was written (1953-54), only seventy- 
five banks had offered a charge plan, and thirteen of these plans have 
been discontinued. The purpose of this thesis was to formulate criteria 
for helping bankers decide whether their respective banks should offer 
a bank charge account plan and the form it should take. 

These criteria were developed by intensive analysis of three plans, 
including the Biggins Charg-It Plan and the Franklin National Bank 
Plan. Interviews with charge plan stores and with department store 
executives obtained retailers’ opinions on bank charge account plans. 
Statistical data on retail credit sales were also studied. 

The characteristics of each area dictated in part the types of charge 
account service each plan offered and the system used in each plan to 
control extension of credit. Operating procedures were conducted with- 
in the framework of each bank’s organization. The charge authoriza- 
tion procedure constituted the major consumer credit function not 
previously performed by these banks. 

Bank charge account plans can be justified only as an earning activi- 
ty of commercial banks. If facilities and personnel are fully utilized 
by sales slip volume, these plans could earn about 6 per cent invest- 
ment, assuming discount rates of 5 per cent to 6 per cent. They may 
also bring some business to other departments of a bank, but the 
amount of this business cannot be measured. It is possible to keep the 
investment in charge account facilities at a minimum; one plan had a 
total initial investment of less than $4,000. 

The development of an adequate volume of charge plan sales de- 
pends largely upon intensive promotion of the plan by merchants to 
their customers. Charge plan sales must be “extra” sales to member 
merchants, because a 5 per cent discount rate is greater than their net 
profit ratios. Most merchants have become members because they 
hoped the plan would bring in extra sales. Progressive member mer- 


* A thesis completed at the Harvard Graduate School of Business Administration in 
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chants have had the specific desire of offering the bank’s extended pay- 
ment account to their customers. Most member stores have not pro- 
moted the plan, either because they dislike bank “‘interference”’ in the 
customer-merchant relation, because the plan has not brought them a 
substantial increase in sales, or because of the 5-6 per cent discount 
rate. Larger department stores do not appear to be promising candi- 
dates for membership; the 5 per cent discount is substantially in excess 
of their escapable costs for rendering this service. Additionally, with 
charge sales amounting to a large proportion of total sales, they fear 
possible loss of customer good will by “impersonal” procedures of the 
bank. On balance, the plan appears to have possibilities of general ac- 
ceptance only in areas where store credit facilities are not well devel- 
oped. Bank charge plans should concentrate on ninety-day or revolv- 
ing-budget types of account because stores have a greater problem of 
financing and servicing these accounts. 

A charge account department of a bank must work closely with those 
member merchants who promote the plan. Few stores should be ad- 
mitted to membership initially so that the department can develop 
efficient operating and sound promotional procedures. Merchant mem- 
bership should be restricted to make membership a competitive advan- 
tage for better merchants and to make the charge card more valuable to 
shoppers. Controlled merchant membership also facilitates effective 
promotion of the plan to shoppers. Managers of charge account plans 
need selling or retail credit experience in order to handle customer rela- 
tions properly and to promote merchant use of charge accounts. 








DEVELOPMENT OF COMMON STOCK INVESTMENT 
MEDIA IN THE UNITED STATES* 


THEODORE S. KLISTON 
Securities and Exchange Commission 


IT IS THE AUTHOR’S thesis that the recent development and rapid 
growth of the various forms of common stock investment media, such 
as personal trust funds (including common trust funds), mutual funds, 
pension funds, closed-end investment companies, investment clubs, 
endowment funds, and non-life insurance companies, as well as the 
movement to legalize variable annuity companies, are evidences of 
revolutionary changes taking place in the methods of seeking financial 
security, as well as of important changes taking place in the securities 
markets. 

It is the basic objective of this study to show that the modern com- 
mon stock investment medium is a financial and social invention 
brought into being and developed to perform specific functions in a 
specific socio-economic environment. Basically, it is a device whereby 
an increasing number of individuals may provide themselves with an 
additional form of financial insurance not directly included in the gov- 
ernment-prescribed social insurance programs, and not otherwise gen- 
erally available. As such, this device is in accord with a capitalistic 
society dominated by a compulsory individual assumption of most 
economic responsibilities. 

This study seeks to show that the development of the common stock 
investment medium is a result of many causes, including the widespread 
demands by persons of moderate means for protection against the haz- 
ards of inflation and for fuller participation in the financial prosperity 
arising from America’s industrial growth. Above all, there is the present 
inability of large numbers of persons and families of moderate means to 
provide adequately from their own resources for such economic and 
social risks as old age, disabilities, and unemployment in an economy 
characterized by increasing prices and a decreasing purchasing power 
of money. 


* A dissertation completed at American University in 1956. 
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As discussed, these changes that are now taking place are of great 
consequence to the securities markets and the stock exchanges; there 
are many more changes that can be expected. 

The study first proceeds to analyze the major pertinent forces be- 
lieved to have been responsible for the creation and rapid growth of 
the common stock investment media in recent years. These are identi- 
fied and their influence noted. This portion of the study comprises 
Part B. 

Part C is devoted to an analysis of the various forms of common 
stock investment media, tracing development, the major factors in- 
volved in limiting and encouraging past growth and future growth pos- 
sibilities, and noting such other factors as seem to pertain to the par- 
ticular subject area of the thesis. Comparison is also made of the suit- 
ability of the various types of common stock investment media as in- 
struments of investment for persons of moderate incomes seeking 
security objectives, largely as a corollary to the analysis of the factor 
of growth and the forces helping to create, or limit, growth. 

Introduction and analysis is then made, in Part D, of the newest 
form of common stock investment medium, the variable annuity. Spe- 
cial emphasis is given to this subject, both because of the tremendous 
potentialities of variable annuities and because the creation of this 
newest form of common stock investment medium seems expressive of 
the forces currently active in the field of investment media. 

It is the author’s conclusion that the dynamic movement toward 
stock investments by the financial institutions and the movement to- 
ward the accumulation of savings by individuals through the medium of 
the financial institutions are influencing the practices of the securities 
markets and the outlook for investment institutions in ways that are 
described and discussed in the study. 











A CRITICAL STUDY OF SELECTED VIEWS ON PUBLIC 
EXPENDITURE IN THE CLASSICAL PERIOD* 


OLIN S. PuGH 


University of South Carolina 


HITHERTO, there has been no concerted effort to study the views of 
various groups or “‘schools” on the subject of public expenditure. In 
this study, attention is devoted to the Classical School, a group which 
has exerted great influence upon the economic thinking in England and 
the United States. 

This study consideres the writings of Smith, Ricardo, Malthus, 
McCulloch, Senior, and the Mills. In addition, direct attention is de- 
voted to Steuart and Lauderdale, with less attention to several others 
who did not comprise a part of the Classical School. Each of the nine 
writers mentioned is treated separately. A concluding chapter en- 
deavors to analyze their positions in the light of present-day thinking. 
All of their writings which seemed pertinent to the subject of public 
expenditures have been considered. A fair proportion of this material 
is found in the reviews of the nineteenth century. Finally, an effort has 
been made to consider the recent commentaries on the writers under 
study, as well as to canvass the current literature on the general subject 
of public expenditures. 

There was no single, easily defined Classical position on problems of 
public expenditure. The Classical view was simpler than ours because 
of the social environment and the framework of analysis under which 
it was developed. The Classicists depended upon individual self-inter- 
est and the mechanism of a self-adjusting economy to resolve many of 
the problems associated with public expenditure. They generally as- 
sumed full employment and had little reason to consider fiscal policy as 
a means of promoting economic stability. 

The public and private sectors of the economy were not sufficiently 
integrated in the Classical approach. In the main, public expenditure 
was assumed not to influence the level of aggregate demand. Their lack 
of appreciation for anything similar to an income analysis hampered 
their understanding of the interrelationships of the public and private 
sectors. They understood rather well, however, that public expenditure 
involves political and social as well as economic problems. 


* A dissertation completed at Duke University in 1956. 
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The Classicists assigned a relatively insignificant economic role to 
government, and they did not seriously consider the possibility of public 
capital accumulation. They stressed the social importance of capital 
accumulation and argued that since public expenditure was “unpro- 
ductive’ it resulted indirectly in a Joss of capital. In part, at least, as a 
result of the inadequate civil service then prevailing, they assumed that 
public activity was less efficient than private activity. Certain of their 
prescriptions were undoubtedly a reaction to what were regarded as the 
excesses of Mercantilism. With the passage of time and the growth of 
the industrial structure of Great Britain, the list of approved state- 
supported activities was expanded. 

The views of Steuart, Lauderdale, and Malthus were somewhat in 
opposition to the general Classical position. These writers assumed the 
existence of unemployed resources, and, as a result, they expected pub- 
lic expenditure to stimulate demand and employment. Steuart and 
Lauderdale in particular considered public borrowing as a means of 
preventing the accumulation of idle funds in the economy. Malthus 
understood the problems involved in efforts to retrench an expanded 
public budget. While both Lauderdale and Malthus favored a more 
equal distribution of income on the grounds of maintaining a higher 
level of demand, they feared the use of direct fiscal measures as a 
means toward this end. They agreed with the general Classical position 
that private property was an instrument for the creation of social 
wealth. An improvement in the condition of the poor should come 
through general economic growth rather than through income re- 
distribution. 

There is little reason to hold that the Classicists believed that they 
had resolved the issues of public expenditure, either for other nations 
or for their own in other periods. Their policy prescriptions were more 
flexible than it has been generally thought; they approached most issues 
in a spirit of compromise. As a consequence, much of our intellectual 
heritage on public expenditures is the resultant of Classical doctrine 
which has been revised in accordance with changing conditions. 











BUSINESS FLUCTUATIONS AND THE 
AUTOMOBILE INDUSTRY 


VIRGINIA GOOKINS FLAGG 
University of California Extension 


THE INTERACTION between business fluctuations and the automobile 
industry has varied throughout the period of development of automo- 
bile manufacturing. 

Automobile registrations followed an S-shaped growth curve for the 
first three decades of the industry’s growth, and in the late nineteen- 
twenties and early thirties the growth of registrations approached an 
asymptote represented by the growth of population. A series of product 
innovations in the late thirties caused registrations to rise above the 
first asymptote and approach a second. A third spurt in the growth of 
registrations beyond the previous level was experienced after World 
War II, when new consumer spending patterns, chiefly due to subur- 
banization, increased the number of two-car families. 

The production of automobiles fluctuated with the demand for auto- 
mobile transportation. This study partially confirms the expectation 
that, in the early stages of vigorous growth, production will lead by a 
small margin or lag at cyclical peaks and lead by a long margin at 
troughs; and later, after the industry has reached maturity, production 
will more likely lead at peaks and lead by a small margin or lag at 
troughs. 

Before 1910, the automobile industry did not share at all in the 
recessions experienced by the rest of the economy. There were no 
declines in the annual production figures for automobiles before World 
War I, but there is some evidence that after 1910 automobile manu- 
facturers hesitated slightly during business recessions and were more 
influenced by general economic conditions. 

During the early twenties, the automobile industry became a mature 
industry. Evidence pointing to this conclusion is that after 1923 the 
increase in automobile production was due to export sales. Further 
analysis suggests that in the absence of an increase in income, automo- 
bile sales would have declined after 1923. Other factors placing the 
point of maturity in the mid-twenties were the sudden spurt of excess 
capacity, the increased emphasis upon selling techniques such as prod- 


* A dissertation completed at the University of California in 1955, 
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uct differentiation and advertising, the increased difficulty of entrance 
into the industry, the subsequent decline after 1923 of net additions to 
automobile stocks, and the fall in the rate of growth of automobile 
registrations per capita after 1925. 

Prior to the arbitrary date 1923 when it is assumed maturity was 
reached, automobile output experienced only one major decline, in 
1920-21. This decline was not due to a diminishing demand for auto- 
mobiles, however, but rather to the appearance of numerous bottle- 
necks of production. In the later twenties, saturation of automobile 
demand played an important role in the downturns of 1927 and 1929. 
Again, in the early thirties, the saturation of the automobile market 
was probably important in prolonging the depression. 

This study has indicated the importance of the automobile industry 
in affecting economic fluctuations, especially since the mid-twenties. 











FEDERAL RESERVE POLICY AND THE 
GOVERNMENT SECURITY MARKET* 


CHARLS E. WALKER 
Republic National Bank 


THIS sTuDY is concerned primarily with the attempts of the Federal 
Reserve System in the years between the end of World War II and the 
Treasury—Federal Reserve Accord to reconcile the conflicting objec- 
tives of maintaining stability in the market for United States govern- 
ment securities while at the same time restraining inflationary expan- 
sion of central bank credit. The task was especially difficult because 
during most of the period the demand of businesses and consumers for 
goods and services was strong: first, because of inflationary forces gen- 
erated during World War II; and, second, because of a resurgence of 
spending as a result of the outbreak of fighting in Korea in June, 1950. 

In order to gain perspective concerning the nature of the dilemma 
that confronted Federal Reserve authorities, attention is first devoted 
to experiences of the System after World War I, at which time a similar 
situation emerged. The evolution and theory of Federal Reserve open- 
market operations are also discussed in the belief that the use of this 
instrument of credit control as the primary device for maintaining 
stability in the government security market during and after World 
War II requires a clear understanding of the development and nature 
of the technique. 

The main body of the study is devoted to description and analysis 
of postwar problems of monetary policy and debt management. First, 
certain difficulties arising from attempts of the Federal Reserve and the 
Treasury to maintain an inherently contradictory pattern of rates on 
government securities during World War II and for two years there- 
after are discussed. Second, the policy of stabilizing the government 
security market during the boom of 1947-48 and the recession of 1949 
is described and evaluated. Third, experiences from the beginning of 
hostilities in Korea to the consummation of the Treasury—Federal Re- 
serve Accord are described and analyzed. In the final chapter, an at- 
tempt is made to draw lessons from the postwar experience that may 
be useful in the future. 

The major conclusion of the thesis is that Federal Reserve authori- 
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ties, in attempting to reconcile the conflicting objectives, were overly 
concerned with the problem of maintaining stability in the market for 
government securities and that this concern led to the pursuit of polli- 
cies that in general encouraged rather than restrained inflationary 
pressures. But it should not be concluded that it was a mistake for 
Federal Reserve authorities to assume a measure of responsibility for 
the stability of the market, for the responsibility of the System in sup- 
porting Treasury financing operations and in maintaining orderly con- 
ditions is an obligation that cannot be escaped. The lesson of the post- 
war period lies rather in understanding that this responsibility does not 
extend to the guaranteeing of holders of government obligations against 
loss and—of primary importance—that the monetary authorities can 
shoulder this responsibility without abandoning at the same time the 
traditional objectives of monetary policy. 











VALUATION OF LIFE INSURANCE ASSETS* 


RosErt S. CLINE 
University of Florida 


THE PRIMARY PURPOSE Of this thesis is to examine and evaluate criti- 
cally the methods used by legal reserve life insurance companies in the 
placing of values on the various assets which they hold. There is an 
attempt to review as many of the significant past and current discus- 
sions and valuation proposals as possible. 

The importance of the subject of asset valuation is evident when it 
is kept in mind that one of the major functions of regulatory officials 
and company management is to assure solvency. Regulatory officials 
make periodic comparisons of the value of assets and liabilities to test 
this solvency. 

Much thought and study have been given to the valuation of re- 
serves. The required reserves constitute the major item on the liability 
side of the life company’s balance sheet and their computation has been 
developed to a high degree of scientific exactness. These reserves repre- 
sent fairly the collective claims of policyholders. 

If these reserve liabilities represent claims against the assets of the 
company, it follows that the assets of the life company should be valued 
with as much care, and if possible exactness, as that used in valuing 
liabilities. For various reasons, this has not always been done and as 
far as exactness is concerned, it is doubtful that it can ever be done. 

There are many reasons why it is necessary and desirable to attach 
some unit of measure to the assets owned by a life insurance company. 
Four stand out as having major significance. First, values serve as a 
guide to the purchase or sale of selected assets. Second, to reduce the 
values to a common denominator for purposes of combination. The 
expressing of assets in dollars is not without its limitations. Inasmuch 
as valuation is a subjective matter, a universal objective unit of meas- 
urement cannot take into consideration all of the subjective deter- 
minants of value. 

A third need for valuation of assets is to make possible a comparison 
of the relationship between total assets and reserve liabilities. This is 
of special significance in the life insurance business. Valuation tells a 
policyholder in this total sense the conditions of his company. The 
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accuracy of this comparison depends upon the standards used in arriv- 
ing at a valuation. 

A fourth reason for assigning values to life company’s assets is to in- 
dicate trends. As values vary through time, trends are indicated both 
with respect to individual asset items and to all assets combined. The 
appreciation or depreciation of individual items is of particular impor- 
tance to company management. Management is charged with the 
responsibility of investing the funds intrusted to it in such a way that 
they will be secure; that they will provide for future claims; that they 
will provide the highest income consistent with the prior considerations. 
If significant differences are detected, gradual shifts may be made with 
greater concentrations in those areas which best meet their require- 
ments. 

Like the valuation of an entire business, there are also two concepts 
of valuing the securities owned by a business. One method is to try to 
value the assets on a current liquidating basis usually using market 
price or some approximation of it as a guide. The other approach is to 
use some form of stabilized value, i.e., amortized values. 

It would appear that a dual system of valuation is the only one which 
can meet most of the needs. First, determine by qualitative standards 
those securities which are considered to be of sufficiently high quality 
so that little risk of overvaluation remains. Second, securities which are 
not of stable, long-run values must be based on market prices. For 
those securities in the latter group, two possibilities are open. Total 
market values based on (1) current market prices or (2) some average 
of market prices which would smooth out extreme fluctuations but at 
the same time give a clear indication as to trend and current solvency. 











ARIZONA’S SMALL-LOAN PROBLEM* 


PETE ZIDNAK 
Arizona State College 


In Arizona the need for small loans grew just as it did in other states. 
A licensed small-loan business—serving people from all walks of life— 
has been conducted since the Arizona Small-Loan Law was passed in 
1919. This 1919 law, with some revisions, is still in effect today.! 

The greatest growth in the number of licensed lenders in Arizona 
came during the post-World War II years. During the fiscal year ending 
June 30, 1953, there were about 102 licensed small-loan lenders operat- 
ing in the state. They made a total of 76,748 loans amounting to a total 
of over $15,800,000. 

Some 32 per cent of these small loans were for less than $150, while 
about 55 per cent of the number made were for amounts from $200 to 
$300. The largest group of borrowers—35 per cent—was composed of 
skilled workers. About 21 per cent of the borrowers were unskilled 
workers from industries other than agriculture. About 40 per cent of 
all borrowers were earning less than $300 in monthly income. The pre- 
dominantly remedial nature of the Arizona small-loan industry can be 
seen from the fact that about 75 per cent of the borrowers needed the 
money to pay miscellaneous bills, to consolidate debts, and to aid rela- 
tives and others. 

Generally, the making of these small loans has been carried on in 
Arizona in accordance with the provisions of the law. However, some 
problems have arisen in the Arizona small-loan industry which involve 
a consideration of changes that have occurred within the industry and 
throughout the economy. 

Perhaps the most important provisions to which attention must be 
given are the rate of charge (33 per cent per month on unpaid balances) 
and the maximum size of loans ($300) permitted under the Arizona 
small-loan law. Experiences in other states clearly show that any reduc- 
tion in rates can be more safely taken in connection with an increase in 
the maximum size of loan permitted. 

The sale of credit insurance in connection with small loans is another 
highly controversial problem in the industry in Arizona, as well as in 
other states. However, in January, 1954, the Arizona Association of 
Small Loan Companies adopted a resolution which provided regulations 

* A dissertation completed at the University of Southern California in 1955. 
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regarding the sale of credit insurance in connection with small loans. 
This resolution was designed to prevent possible abuses. The apparent 
result of the resolution, to date, is a voluntary compliance on the part 
of most members within the industry. 

Other important problems are concerned with the licensing, super- 
visory (including more detailed annual reports), enforcement, and 
penalty provisions of the Arizona small-loan law. Without effective 
control in these matters, prevention of any malpractices within the 
industry becomes extremely difficult. 

Significant portions of the revised law effective July, 1956, are set 
forth below. Any lender, except those specifically exempted such as 
banks, savings banks, trust companies, building and loan associations, 
licensed pawnbrokers, or credit unions, making loans under the $600 
limit is considered to be under the provisions of the law. The Super- 
intendent of Banks shall have power to grant or deny a license after 
investigation and with or without a hearing. The general fitness and 
responsibility of the applicant must be such as to command confidence 
of the public and to warrant the belief that the business will be con- 
ducted within the purposes of the law. Business assets of $10,000 are 
required if the license is for use in a community whose population is 
7,500 or less and $25,000 if in a community of more than 7,500. 

The maximum loan permitted under the small-loan law is $600 (in- 
creased from $300). The maximum rate of charge has been changed 
from a flat 35 per cent per month on unpaid balance to a two-rate com- 
bination schedule of 3 per cent per month on the unpaid balance up to 
$300 and 2 per cent per month on that part of the unpaid balance 
exceeding $300 but not exceeding $600. Additional charges are pro- 
hibited except those specifically provided for such as legal fees for filing, 
recording, court costs, or reasonable insurance premiums. Splitting of 
loans for the purpose of obtaining a higher rate of charge is prohibited. 
Contract period is not to exceed twenty-four months and fifteen days 
from the date of making such contract. Charges shall be computed and 
measured on unpaid principal balances or the charges may be precom- 
puted on scheduled unpaid principal balances of loans subject to refunds 
for prepayments. 

Reasonable insurance may be sold to the borrower insuring any 
property securing a loan or insuring the life of one party obligated on 
a loan. Life insurance may be sold for the term of the loan and in an 
amount approximately equal to the amount owed at any time during 
the term. Charges for the insurance may not be more than 50 cents per 
$100 per year of the original indebtedness or 7} cents per month per 
$100 of outstanding indebtedness, regardless of the cost to the licensee. 











THE FINANCIAL OPERATIONS OF A REGIONAL 
INVESTMENT BANK* 


J. L. O’DONNELL 


University of Notre Dame 


THIs sTuDy traces the growth, sudden collapse, and slow recovery of 
the oldest local investment house in Indiana. The examination serves 
as a vehicle for revealing the role of a local investment banker in the 
provision of long-term capital for both municipal governments and 
privately owned businesses. It also facilitates the presentation of sta- 
tistical data designed to show the structure of the local security market 
in Indiana, volume and types of issues, and the changing techniques of 
financing and underwriting issues. It is also noteworthy that the types 
of financial instrument used have changed since 1900. 

The study conveniently falls into three broad periods. First, the era 
from 1900 to 1929 in which an energetic salesman-promoter built up an 
organization for underwriting various kinds of municipal bond issues. 
As the economic pace quickened, the “bond-shop” acquired a small 
commercial bank which in turn was converted into a holding company 
system. This system consisted ot a controlling company and three sub- 
sidiaries all devoted to the purchase, financing, and resale of local 
securities. It became extremely profitable to promote highly ‘‘watered”’ 
issues and a fascinating mechanism was developed to enable the rapid 
flotation of numerous realty corporations. 

The second period extends from 1930 to 1941 when the entire organi- 
zation suddenly collapsed in the aftermath of the great financial crash 
of 1929. The immediate problems were created by the insolvency of the 
commercial bank. However, it soon became apparent that many of the 
security flotations were unsound, and the local security market 
slumped. 

At this crucial point, a young employee induced a local industrialist 
to purchase the investment bank, now called City Securities Corpora- 
tion, from the Receiver. The employee also borrowed heavily to assist 
in the purchase, and became president of the rescued company. During 
the following fifteen years, most energies were devoted to reorganizing 
and administering embarrassed properties which had been constructed 
during the preceding boom. The volume of underwritings shrank con- 
siderably and were largely confined to municipal issues. 

* A dissertation completed at Indiana University in 1954. 
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The third period covers 1942-53, when general recovery expanded 
the volume of all types of new issues. By the end of this period, the in- 
vestment house had made a number of judicious purchases of properties 
which were emerging from hard financial straits. As the recovery pro- 
ceeded, these properties were resold at a substantial profit. The volume 
of underwritings was rapidly expanded and corporate issues received 
increasing attention. However, the new underwriting policy was highly 
conservative and greatly benefited from the experiences gained in the 
interwar years. At the same time, this healthy conservatism did not 
prevent the management from pioneering School Holding Corporation 
bond issues in Indiana. By 1954, the company was easily the largest 
investment house in the state with a capital and surplus of approxi- 
mately $1,000,000. 

The history of this company clearly demonstrates the inestimable 
value of a vigorous, alert management which is able to adapt rapidly 
to a changing environment. It also seems to indicate that while the 
“bread-and-butter” income for local investment houses comes from 
new underwritings, the “gravy” income flows from ‘‘special situations” 
combined with the ability to exploit them. 











THE HISTORY OF SAVINGS AND LOAN IN TEXAS* 


Jack W. CASHIN 


The University of Texas 


THIs sTuDy traces the development of savings and loan activity in 
Texas from its beginning, immediately after the Civil War, through 
1953. In a broad sense, there is scarcely a segment of economic activity 
which has not in some way affected the savings and loan movement. 
However, this paper has of necessity been limited to changes within the 
industry, legislation—both federal and state—and other occurrences 
which bear directly upon savings and loan operations. 

In order to discuss adequately the development of the savings and 
loan industry in Texas, it was first necessary to examine prior develop- 
ment elsewhere in the United States. Consequently, the first two chap- 
ters are devoted to background material relating to the savings and 
loan movement. 

The history of savings and loan in Texas is divided into five periods. 
The first, from 1866 through 1915, is the longest but the least important 
so far as savings and loan activity is concerned. During this period the 
industry was completely unregulated and operated under several plans 
or systems. 

The second period, from 1916 through 1929, was an active one in the 
development of savings and loan in Texas, and changes within the 
savings and loan industry closely paralleled economic developments in 
the state. The period can be described as one of optimism and growth, 
and by 1929 the number of associations operating in Texas had reached 
impressive heights. The first savings and loan law in Texas was passed 
in 1913, but regulation and supervision were not begun until 1916 and 
they were not effective. The Texas League of Savings and Loan Asso- 
ciations, recognizing the dangers in the situation, appropriated funds to 
enable the regulatory agency (the Department of Insurance) to con- 
duct examinations. 

The period from 1930 through 1936 was one of contraction; the 
number of associations and amount of assets owned by associations 
declined substantially. Also, this period saw the entry of the Federal 
government into the savings and loan field. In 1935, Congress provided 
for federal associations and many Texas associations converted to fed- 


* A dissertation completed at the University of Texas in 1955. 
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erals. The final year of this period, 1936, was the last year for well over 
a decade in which there were more state than federal associations 
operating in Texas. 

The period from 1937 through 1945 begins with the year in which it 
can be said that the savings and loan industry was emerging from the 
depression and continues through World War II. During these years 
the number of associations in Texas decreased, but their assets in- 
creased. Probably more significant than the increase in assets was the 
improvement in the quality of assets; by 1945, reserves were high and 
liquidity had improved. 

In many respects the period from 1946 through 1953 is the most in- 
teresting period of savings and loan history in Texas. Within these 
years, Texas has enjoyed the highest level of building activity in its 
history and the savings and loan industry has experienced a correspond- 
ing growth. Many new associations have been organized and these have 
been permanent-stock institutions. The year 1953 was the first one since 
1936 in which the number of state associations exceeded federals in 
Texas. 

To a large extent, an understanding of the savings and loan industry 
presupposes an understanding of the laws relating to their activities. 
Part of this study is devoted to a treatment of both federal and state 
laws which affect savings and loan operations. The chapter dealing 
with federal legislation treats both tax laws and laws which relate to 
non-tax matters. 











AN ANALYSIS OF CREDIT INSURANCE* 


MARK RICHARD GREENE 


University of Oregon 


CREDIT INSURANCE is a relatively unknown type of insurance coverage 
designed to protect manufacturers, wholesalers, and certain types of 
service organizations against excessive bad-debt losses, i.e., those above 
a stated minimum amount. Despite its apparent significance, credit 
insurance has experienced slow growth in the United States, even 
though it has been sold continuously since 1890. This dissertation at- 
tempts (1) to determine the extent to which credit insurance has pene- 
trated various markets, (2) to explain the central reasons for the limited 
acceptance of credit insurance, (3) to suggest changes to increase its 
usefulness, and (4) to analyze the chief points of controversy surround- 
ing the field. 

To secure the facts necessary for the analysis, a thorough study of 
credit insurance contracts was made. A review of court decisions in- 
terpreting these contracts was carried out. A study was made of home- 
office underwriting procedures of the American Credit Indemnity Com- 
pany of New York, the only insurance company in the United States 
writing credit insurance exclusively. Analysis was made of policy 
records, loss experience, and other statistical records of this company. 
Interviews with underwriters, agents, and customers were undertaken. 
A review of literature in this area was included in the study. 

The central argument for credit insurance is that this contract will 
protect the insured against excessive, unexpected, and unpredictable 
losses resulting from the insolvency of debtors. Proponents claim that 
the existence of the insurance has important psychological benefits in 
reducing fear of bad-debt losses, thus removing a hindrance to expand- 
ed sales. Advocates of credit insurance reason that it is illogical for a 
firm to insure inventory against loss arising from various perils only to 
ignore the possibility of loss when the inventory is sold and is in the 
form of accounts receivable. 

The opponents of credit insurance counter the foregoing points by 
arguing that the contract does not accomplish all that is claimed for it 
and that the insolvency peril can be met more satisfactorily through a 
bad-debt loss reserve and through careful credit management proce- 


* A dissertation completed at Ohio State University in 1955. 
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dures. Policy limitations and substantial deductions in the form of pri- 
mary losses and coinsurance reduce the value of the protection. Con- 
servative underwriting procedures further limit the usefulness of the 
policy. 

Much of the analysis developed in this study points to the conclu- 
sion that credit insurance as it is currently underwritten is of consider- 
able value to some types of firms, but is of limited usefulness as a device 
to transfer or reduce credit risks of the average firm. The following rea- 
sons are dominant in explaining the relatively small premium volume 
in this line: (1) the complicated nature of the contract, (2) the use of 
deductibles that appear to be large in proportion to the total losses suf- 
fered, (3) the competition of alternative means of meeting the insolven- 
cy peril such as factoring or self-insurance, (4) the absence of concerted 
and effective sales effort in promoting credit insurance, and (5) con- 
servative underwriting brought on partly by the lack of an actuarily 
sound rating structure and partly by the element of adverse selection 
of risks against the underwriters. 

Credit insurance seems useful when a firm has a few large accounts 
the failure of any one of which would cause a severe and crippling loss. 
It is necessary that a careful analysis be made of the firm’s exposure to 
loss and that the policy be written accordingly. It seems doubtful that 
credit insurance will become widely adopted unless improvements are 
effected to overcome at least some of the limitations noted above. 











INTERMEDIATE- AND LONG-TERM CREDIT 
FOR SMALL CORPORATIONS* 


Max D. RICHARDS 


Pennsylvania State University 


IN EXAMINING the proposition that small corporations experience diffi- 
culty in obtaining and utilizing intermediate- and long-term credit 
funds, the demand, supply, and price of such funds for small corpora- 
tions was compared with that for large corporations. 

With respect to supply, a number of financial institutions, while sup- 
plying large corporations with sizable amounts, do not supply small cor- 
porations with significant amounts of intermediate- and long-term cred- 
it. These institutions include life, casualty, and fire insurance com- 
panies, investment trusts, pension funds, and investment banks. The 
primary reasons for this are three: (1) a lack of contact between the 
prospective borrowing corporation and the lending institution; (2) a 
lack of marketability of the issues of small corporations; and (3) the 
high cost of managing a portfolio of small issues. 

The proportion of intermediate- and long-term debt in the financial 
structure does not, however, appear to be related to the size of corpora- 
tions. In comparison with large corporations, small corporations have 
not had difficulty in obtaining intermediate- and long-term credit funds 
measured as a percentage of total assets. Although a number of finan- 
cial institutions do not make intermediate- and long-term loans to small 
corporations, the latter have been able to obtain these funds from pri- 
vate individuals, real estate mortgages, and other sources to the extent 
that they do not appear to be at any disadvantage. 

The expression of demand for intermediate- and long-term credit 
funds by small corporations exceeds that of large corporations. This is 
especially true for intermediate-term funds. Small corporations show a 
lack of preference for additional short-term credit and for equity funds. 
The reason for the preference for intermediate-term credit funds stems 
from (1) a reticence to add to a short-term debt structure that is already 
high and (2) the possibility that obtaining additional equity funds will 
jeopardize the control of the corporation. The preference for inter- 
mediate-term funds is one for a less disagreeable alternative. As ex- 
pressed by financial ratios normally used to evaluate intermediate- and 


* A dissertation completed at the University of Illinois in 1955. 
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long-term credit financing, the financial position of small corporations 
warrants no greater demand for this type of credit than does the posi- 
tion of large corporations. In fact, the deficiency in the financial posi- 
tion of small corporations appears to lie in the area of equity financing 
since the debt structure, in general, is higher than that of large cor- 
porations. 

Small corporations pay moderately higher interest costs than large 
corporations although there are many other factors in addition to bor- 
rower size which affect interest costs. The importance of interest cost 
to the corporation, moreover, is not considered to be of prime signifi- 
cance, especially in those periods when investment is most likely to 
take place. 

No major problem exists with respect to the ability of small corpora- 
tions to obtain and utilize intermediate- and long-term credit. Attention 
to small corporation financial problems should be directed toward the 
area of equity financing. 











BANK CAPITAL: PROBLEMS AND POLICIES* 


R. PrercE LUMPKIN 
Federal Reserve Bank of Richmond 


THIS STUDY is an attempt to establish a basis for judgment by super- 
visory authorities of the adequacy of a bank’s capital. Numerous pro- 
posals have been made in recent years based on the assumption that 
the predominant function of bank capital is to protect depositors by 
being available to absorb losses. Adequacy is defined in terms of the 
ability to absorb losses, and measurements of adequacy rest on estima- 
tion of potential losses. The more recent analyses are primarily at- 
tempts to refine measurements of potential losses by classifying assets 
according to degree of risk and estimating the loss potential for each 
category. The sum of these loss potentials becomes the minimum 
amount of capital a bank should maintain. Some of the analyses sug- 
gest that such intangible factors as efficiency of management and eco- 
nomic trends should be considered as adjusting factors to the minimum 
capital requirements established by the loss-estimating procedure. 

The approach of this study is to define adequacy of capital in terms 
of the public interest in banking. This public interest derives from the 
nature of the bank product—bank credit —which has attributes in law 
and custom both permitting and fostering its use as money. The main- 
tenance of bank credit as money, which is essentially the maintenance 
of convertibility of bank credit into legal tender money, rests on the 
manner in which banks are operated. Capital being one of the factors 
in the operation of the bank, adequacy of capital should be defined in 
terms of the role of capital in the principles of bank operations. The 
measurement of adequacy should be in terms of the contributions made 
by capital to the adequate maintenance of convertibility of bank 
credit, short and long run. 

Although banking is a closely supervised industry in the United 
States, the kinds and quantities of banking services provided are deter- 
mined by the decisions of private bank managements. Before any eval- 
uation can be made as to how much capital a bank should have, it is 
necessary to determine the role of capital among the factors considered 
by management in fulfilling the basic motivation which leads to the 
provision of these services. The study, therefore, reviews the principles 


* A dissertation presented to Harvard University in 1955. 
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governing the operations of a commercial bank. It assumes that man- 
agement is motivated by enlightened profit maximization, and it seeks 
to show how the problems in the maintenance of convertibility of bank 
credit (an essential ingredient of the bank product) interact with those 
in the maintenance of as high an average rate of return as possible on 
bank credit outstanding. In the light of the principles developed, the 
study then attempts to show the influence of capital on the decisions 
undertaken to achieve management’s ultimate goal of long-run, maxi- 
mum profit. 

The study next attempts to establish the principles governing the 
public supervision of a private banking system. It examines the nature 
of the public interest as revealed in the commercial banking processes 
and concludes that there are two broad aspects to this public interest: 
(1) the necessary employment of bank credit as a monetary instrument 
in carrying on the time-established patterns of economic behavior, and 
(2) the economic influences stemming from the issuance and retirement 
of purchasing power which have molded and shaped the patterns of 
economic activity over the past and which play an important role in 
the maintenance of these patterns. On the basis of these two aspects of 
the public interest in banking, the principles of supervision of a private- 
ly operated banking system are established to assure the maintenance 
by each individual bank of the convertibility of its credit at all times 
in such a manner that the bank’s ability to provide banking services 
adequate to prevailing economic conditions is not impaired. 

The study then investigates the nature and effects of various govern- 
mental and private arrangements whose operations are imbedded in 
the current patterns of economic activity and whose influences are thus 
an integral part of the general environment in which the banks operate. 

On the basis of the groundwork established in the principles of com- 
mercial bank operations, the principles of supervision of a private bank- 
ing system, and the outside institutional factors affecting banks and the 
banking environment, an approach to the formulation of supervisor 
policies with regard to capital is suggested. The current use of capital- 
rating ratios by supervisory authorities is summarized. The trend to- 
ward the use of such ratios predominantly as indicators oi need for fur- 
ther analysis emphasizes the weaknesses in resting measurement of 
capital on ability to absorb assumed losses. The objective of this study 
is to spotlight these weaknesses and to suggest a broader approach to 
the bank capital problem. 
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Business Finance 


Business Finance: The Fundamentals of Financial Management. By Cart A. Dav- 
TEN. 2d ed.; Englewood Cliffs, N.J.: Prentice-Hall, 1956. Pp. viii+-530. $6.50. 


The subtitle to a most thorough revision and rewriting of Professor Dauten’s 
1948 original is an apt description of this short, very readable text for introductory 
courses in business finance. The new volume continues to emphasize the internal 
administrative approach, but is not limited to small business. Thus, it is more 
feasible to deal with Business Finance as a separate new book than as a revision of 
an older work. 

Part I deals with organization of a business, not only in form but in financial 
organization necessary for planning and control of funds. Part II discusses various 
sources of financing, long and short term. Part III presents the background of 
accounting tools necessary for financial analysis and control, including statements, 
estimation of net income, ratio analysis, budgeting, projected statements, applica- 
tion of funds technique, and business valuation principles. Part IV returns to the 
financing of a business, but covers the factors to be considered in choosing particu- 
lar methods as well as summarizing current practices. The final chapters of Part 
IV deal with the additional questions of expansion and financial difficulty and 
failure. Part V proposes policies for management of cash, receivables, and income, 
ending with some specific observations on the use of the cash budget as a tool for 
controlling the amount of funds used in each of the asset categories of the firm. 

In summary, the author appears to cover: first, the description and mechanics 
of financing; second, the tools necessary for appraising needs for financing; and 
third, the choice of methods of financing under varying circumstances. To many 
readers and students this may appear to be repetitious. Yet it can be effective 
pedagogy to lay bare the skin before delving into the more delicate facets of 
financing administration. 

Business Finance should not be considered as a complete encyclopedia of financial 
practices, comparable to the Financial Handbook of Guthmann and Dougall, or 
Dewing. The text does not presume to tell all, and leaves considerable room for 
lectures to amplify and expand upon at almost every turn. As an introductory work 
it is comparable to Bonneville and Dewey, and even more similar to Howard and 
Upton. This is a volume for the business-school student, since it does not treat of 
economic aspects of business finance, like Taylor or Jome. Written in an excellent, 
terse style, students should enjoy using this practical text, full of “know-how.” It 
is not likely to be suitable for advanced courses in working capital management. 

The adverse critic may list at least twenty points of varying importance to criti- 
cize. These will not be spelled out here. Suffice it to say that the teacher who intends 
to use Business Finance must redo his notes, revamp his problems, and rework his 
outlines. But he should find these chores rewarded by better-than-average student 
retention of the administrative aspects of finance. 

FRANCIS J. CALKINS 


Marquette University 
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Policy Formation in Railroad Finance: Refinancing the Burlington, 1936-1945. By 
Joun TETTEMER O’NEIL. Cambridge, Mass.: Harvard University Press, 
1956. Pp. xii+234. $4.50. 


This case study of the development of the policies relating to the refinancing of 
the underlying debt obligations of the Chicago, Burlington & Quincy Railroad 
during World War II is not primarily concerned with the merits or demerits of the 
plan adopted or of the specific securities selected. Rather, it is a study of the devel- 
opment of a financial policy over a period of time. The author traces this develop- 
ment from the first recognition of the problem to the final execution of the policy 
that was evolved. In studying the formation and application of the specific financial 
policy considered, the author attempts to determine the basic source of each concept 
which was included in the development of the final policy. In this historical ap- 
proach to the subject, Dr. O’Neil has stressed the relationship between the financial 
advisors, corporate officers, and owners in devising a refinancing plan. 

While this book is a description of a specific case in railroad policy development, 
it has substantial value in bringing to light principles and practices of financial 
management which create the policies on which successful business enterprises are 
founded. The case in point illustrates many basic principles and procedures utilized 
by managements of all types of businesses. While many of the problems faced by 
the Burlington were peculiar to its own circumstances, the general approach and 
development of a solution have broad application. 

The author was fortunate in having unrestricted access to correspondence and 
documentary files related to the case as well as the full support of the various indi- 
viduals involved. As a result, he was able to obtain an insight into policy develop- 
ment which is not normally available to academicians. This work is particularly 
important in throwing light on the relationship of financial advisors to corporate 
management and on the amount of influence exerted by advisory groups. This re- 
financing problem is an excellent illustration of the complex question of required 
competitive bidding on corporate securities. It illustrates some of the pros and cons 
of private versus public placement as well as direct negotiation versus competitive 
bidding. Dr. O’Neil’s study brings out the importance of developing an over-all 
long-range financial policy which is flexible enough to meet changing circumstances. 
The problems involved in simplification of financial structure are clearly illustrated. 

The author writes in a very clear style. The volume makes interesting reading 
and follows a logical historical outline. While there is some repetition, particularly 
at the beginning of chapters, the author has done a very fine job of presenting 
straight factual material in an entertaining as well as an educational manner. 
Sources are well annotated and sufficient explanatory material is included to enable 
a reader with limited financial background to understand the presentation. 

This book will be of interest to all those associated with the development of 
corporate policy along with people interested in the specific problems discussed. It 
also has academic value in its contribution to our store of knowledge on business 
policy development—a subject on which factual data are often lacking. While no 
major conclusions were reached and no earth-shaking principles evolved, the author 
has presented an interesting descriptive work prepared in a very scholarly manner. 


Joun K. PraHt 
Ohio State University 
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La Technique du financement des enter prises. By URBAIN J. VAEs. 3d ed.; Gembloux, 
Belgium: J. Duculot, 1956. Pp. 550. Fr. 2800. 


Some few years ago a Belgian student brought the second edition of this work 
to my attention. It struck me as one of the best works on financial administration, 
using the latter term in its fullest sense. The arrival of the new edition permits dis- 
cussion of a volume which should be made available to the American audience, par- 
ticularly to the graduate student and to the businessman wishing to understand 
European financial practices. 

Professor Vaes is director of the Institute of Applied Economic Sciences at 
Louvain, Belgium. His style of writing is direct, capable of being comprehended 
even by students who read French without great facility. 

“Administration of an enterprise combines the work of principles of action, 
probability tables, and co-ordination of the industrial, commercial, financial and 
social fields. In a general sense, and from the viewpoint of private enterprise, the 
highest decisions are subordinated to the financial aspects in particular cases.” 
Starting from this broad definition of the finance function, Vaes divides his book 
into four sections: organization and reorganization, variations for corporations, use 
of outside capital, and expansion. Throughout the sections dealing with working 
capital, Vaes resorts to the cash approach. The differences in legal and practical 
operation of the various forms of enterprises are extremely informative for the 
American, since examples are cited in sizable number. 

To this reviewer the similarities of European financial methods to American are 
more frequent than is ordinarily believed. The reasons for differences, for the em- 
phasis on guaranties, for example, are well pointed out. The need for short-term 
financing has led to specialized forms of organization and methods which have not 
been developed here. But we may well find that the American methods are not as 
efficient in certain respects as is generally considered. 

[t is interesting to contemplate what could be done with Vaes’ work in transla- 
tion and adaptation to American practices. Correspondence with Vaes has revealed 
that he has started on this task. We can look forward to its completion and trans- 
lation to give an exemplary book for our own classes which use the cash control 
approach to business finance. 

FRANCIS J. CALKINS 
Marquette University 


Consumer Finance 


The Federal Credit Union: Policy and Practice. By JoHN T. CROTEAU. New York: 
Harper, 1956. Pp. viii+-210. $4.00. 


Dr. Croteau states that his “study is concerned for the most part with the 
operation and functioning of the federal credit union as a financial institution” 
(p. 3). His analysis covers the period from late 1934 when Congress passed the 
Federal Credit Union Act through 1954. It is based in the main on figures which 
the Bureau of Federal Credit Unions releases each year on various phases of federal 
credit union operations. 

Dr. Croteau stresses the remarkable growth of federal credit unions. By 1954 
there were 7,227 with more than 3.5 million members and assets exceeding $1 bil- 
lion. They are also growing in size. At the end of 1954, some 21.5 per cent of all 
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federal credit unions had assets of $100,000 to $500,000 and 6.3 per cent had assets 
in excess of $500,000. Corresponding percentages at the end of 1947 were 12.8 and 
0.9. 

Other topics which are analyzed include: location of federal credit unions; rela- 
tive importance of the three types—associational, occupational, and residential; 
asset and liability composition and trends; saving and borrowing patterns; costs, 
earnings, and dividends; and liquidations. Space permits mention of only a few of 
Dr. Croteau’s findings. 

His data indicate that 6.5 per cent of the members have shares of $1,000 or more 
and own 51.7 per cent of all shares. At the other end, 27.1 per cent of the members 
have shares of $10 or less and own only 1 per cent of all shares. Dr. Croteau con- 
cludes that “much greater savings in credit unions would seem to be possible” 
(p. 70). Of the 9,096 federal credit unions organized from 1934 to 1953, 2,240 or 
24.6 per cent were liquidated. There was an over-all gain on liquidation of $450,000. 
Although some individual credit unions showed liquidating losses, these losses were 
small, aggregating only $130,000. 

Dr. Croteau devotes a chapter to a review of the policies and practices of the 
Bureau of Federal Credit Unions. This agency has the responsibility of chartering, 
examining, and supervising federal credit unions. 

In a final chapter, Dr. Croteau discusses changes which have been suggested to 
improve federal credit union operations. The suggestions for internal improvement 
include: (1) more adequate bonding; (2) streamlining operations by having the loan 
officer take over much of the routine work of the credit committee; and (3) stepping 
up educational activities aimed at improving management. Main suggestions for 
external improvement include: (1) setting up regional credit unions; (2) providing 
share insurance. While seeming to favor all of the foregoing proposals, Dr. Croteau 
notes that the last two are highly controversial. They are not without precedent, 
however, for their counterparts already exist in the commercial and home-loan 
banking spheres. 

This book is recommended for anyone who wishes to obtain an over-all picture 
of the growth and operating characteristics of federal credit unions during their first 
twenty years. One unfortunate omission is the absence of any mention of credit 
union pricing (rate) policies and practices. 

WALLACE P. Mors 
Babson Institute of Business Administration 


The Role of Factoring in Modern Business Finance. By CLYDE WILLIAMS PHELPs. 
Baltimore: Educational Division, Commercial Credit Company, 1956. Pp. 
7+ 70. Free for educational purposes, including classroom uses. 


Having completed his well-known series of “Studies in Consumer Credit,” Pro- 
fessor Phelps now turns his talents to a similar series in the field of commercial 
financing. The foregoing, which is Study No. 1 in the new series, not only measures 
up to the high standards of his previous studies, it represents an even greater con- 
tribution to organized knowledge in the field of finance. 

The special merit of the present monograph is that it illuminates a method of 
commercial financing which is little understood and much misunderstood (even by 
writers and teachers!), although it is centuries old, has a $4 billion annual volume, 
and is growing at a rapid rate. In the words of Professor Phelps, ‘‘Modern factor- 
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ing involves a continuing agreement under which a financing institution assumes 
the credit and collection function for its client, purchases his receivables as they arise 
without recourse to him for credit losses, and because of these relationships, performs 
other auxiliary functions (usually financial or advisory in nature) for its client” 
(italics supplied). Factoring is thus far removed from ordinary accounts receivable 
financing with which it is so often confused. 

This monograph clearly shows how, through the specialization of factors, more 
credit can be extended more safely. This, of course, is good for the seller, the buyer, 
and the economy. As has been said, there is undoubtedly a causal relationship be- 
tween the amount of credit used by a people and their standard of living. It follows 
that anything which contributes to more widespread knowledge and sounder use of 
credit is a contribution to our way of life. 

A good indication of the contents is given by the headings of the chapters, or 
sections, which are as follows: IL. ‘What Is Factoring”’; IL. “Transferring the Credit 
and Collection Function”; III. “Cashing Receivables”; IV. “Other Functions of 
Factoring’’; V. “Costs of Factoring”’; VI. ‘“Trends in Factoring.” While more could 
have been written about any of these topics, Professor Phelps, who has obviously 
painstakingly covered the literature as well as the practices in the field, presents his 
results in winnowed form. In consequence, the 70 pages of the study are quite ade- 
quate for an understanding of factoring in both principle and practice. 

Although financed by a company with an important subsidiary actively engaged 
in factoring, it is, so far as I can see, objective and unbiased—and I have been an 
academic observer and student of factoring for more than thirty years! The essential 
integrity of the author is evidenced throughout the study. It is shown by his equal 
consideration of disadvantages and advantages. It is also particularly shown by his 
scrupulous use of footnotes and quotation marks in the text. The following, which 
he quotes on page 33, is but one of many such indications of his integrity in factual 
presentation: “The new enterprises are usually pioneered by men from the bench 
or the lathe or by salesmen.” Few authors could have resisted the temptation to 
paraphrase this, but Doctor Phelps did—he gave credit to William J. Drake and 
the Industrial Banker! 

As this monograph is the latest and the best information on a little known but 
important and rapidly growing field, it should be welcomed by the finance frater- 
nity. In particular, it is admirably suited for supplementary reading by students, 
teachers, and business men and, thus, fills a real need in our field. 


RAYMOND RODGERS 
New York University 


Insurance 


Total Disability Provisions in Life Insurance Contracts. By KENNETH W. HERRICK. 
Homewood, Ill.: Irwin, 1956. Pp. xvii+212. $4.00. 


This small book is the latest of the “Studies” series published for the S. S. 
Huebner Foundation for Insurance Education. Here is a thorough, readable, and 
authoritative survey and analysis of the waiver of premium and disability income 
provisions in life insurance contracts, with primary emphasis given to the latter. 
The study should become a standard reference for those concerned with the prob- 
lems involved in offering these total disability benefits. No similar survey of the 
topic has been made in over twenty years. 
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The discussion of the total disability coverages is divided into the following 
chapters: origin and development, legal aspects, rate and reserve factors, present 
actuarial practices, underwriting, claims, present status, and summary and cri- 
tique. Certain of the sections tend to be repetitious but, on the whole, the work is 
well organized and well presented. 

Long-term total disability is often financially more disastrous than premature 
death, as provision must be made for the disabled person. In 1950, over 2,000,000 
persons were totally disabled for a period of at least seven months. There has long 
been little hesitancy on the part of the life insurance industry to provide waiver of 
premiums during the continuance of the disability, but whether they should offer 
long-term monthly income payments while the insured is totally disabled is open 
to considerable debate. In general, life insurance companies have been reluctant to 
provide the disability income coverage, for experience has shown that the rate of 
disability tends to be a function of the size of the benefit and that changing econom- 
ic conditions profoundly affect both the incidence and the duration of the event 
insured against. As the condition of total disability can be feigned, the moral hazard 
is of primary importance. When not carefully underwritten, disability income 
offers the insured the chance to stop counting the years until retirement and to 
retire immediately. 

The author shows that, in spite of these problems that are peculiar to disability 
income insurance, private companies can write, have written, and are writing this 
coverage at a profit. However, the limited number of companies that offer disability 
income presently issue it only on 2 to 4 per cent of the policies sold. If compulsory 
federal total disability insurance is to be avoided, the author maintains that the 
private insurance industry must take immediate steps to increase their volume of 
disability income sales. He suggests many improved features and practices that 
should tend to make this complex coverage palatable to the company, the agent, 
and the public. 


Davin R. FitcH 
Texas A. & M. Cloelge 


Life Insurance Housing Projects. By ROBERT E. ScHuLtz. Homewood, Ill.: Irwin, 
1956. Pp. xvi+154. $4.00. 


This monograph is one of a series published for the S. S. Huebner Foundation 
for Insurance Education. The major topics covered include: significance of life in- 
surance housing investments; statutory restrictions; relationship to basic invest- 
ment objectives; historical development of housing investments; projects developed 
with governmental aid and those without such aid; social and operational factors; 
and conclusions. 

After pursuing detailed analysis of statistical information furnished him by the co- 
operating insurance companies, Professor Schultz reaches the conclusion that “the 
yield experience from housing projects which have been acquired by insurance com- 
panies has not been favorable as a whole” (p. 100). In reaching this conclusion the 
author points out that “amortization and depreciation policy is exceedingly impor- 
tant in an examination of the yield experience from housing investments” (p. 72). 
Yet rates differ “among both projects and companies,” Reasons for lack of uni- 
formity are given as: wide variations in estimating the physical life of the asset; 
different types of accounting procedures followed; etc. These variations could easily 
affect conclusions about the investment quality of housing projects 
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In addition to the uncertainties about the profitability of housing investments, 
insurance companies have faced some discouraging problems involving management 
inexperience, high building costs, race problems in the selection of tenants, un- 
favorable reactions to rent increases, enforcement of rules governing tenant con- 
duct, etc. Perhaps these problems, coupled with the uncertainties of financial re- 
sults, justify the author’s forecast that, “It can be concluded then that this invest- 
ment [in housing projects] will not exceed a small percentage of total admitted as- 
sets of the life insurance industry” (p. 101). 

Professor Schultz has made a distinct contribution to the literature of housing 
investments. Both the text and the appendixes will prove useful to students in this 
field. Perhaps after similar studies have been made for other housing projects, a 
comparison with the conclusions of this monograph will produce some challenging 
questions. 

H. E. HoAGLAND 
The Ohio State University 


The Administration of Health Insurance in Canada. By MAtcotm G. TAytor. New 
York: Oxford University Press, 1956. Pp. xiv+-270. $5.65. 

Since World War II health insurance in Canada has been advocated by all 
political parties and has become reality to a large degree. The development still 
seems to be in a state of flux and practically all types of systems ever experimented 
with anywhere are given a chance to prove themselves. 

The systems are, generally, as the author summarizes them, contract practice 
of the co-operative and municipal type, commercial insurance (group or individual 
type), government-sponsored and industry-sponsored plans, and public medical and 
hospital plans either general or for specified groups such as old-age insurance bene- 
ficiaries. Some plans are completely voluntary, others completely compulsory, with 
some intermediate forms. Benefits consist of medical care, hospitalization, and cash 
benefits, either separately or in combination. 

The author discusses administrative experiences on a wide scale. Of particular in- 
terest to the student of financial problems are his chapters on underwriting (‘‘Set- 
ting of Premiums’’), adjudication of benefits, and controls. Among the underwrit- 
ing problems one of particular interest is the question of how much income equaliza- 
tion should desirably be built into the system and how much actuarial correctness of 
premium determination is feasible and desirable. In the aspect of controls the au- 
thor commendably avoids the rather usual mistake of equating better use of medi- 
cal facilities upon the establishment of a prepayment plan with a prima facie proof 
of fraud. 

One interesting administrative factor comes out clearly: there seems to be no 
major plan in which the medical profession does not play a major role in policy de- 
termination and in disciplining itself; and in most plans beneficiaries, hospital ad- 
ministrations, and the public are also represented. This is, of course, a general fea- 
ture of European plans but strangely neglected in the debate on health insurance 
in our country. 

It would have been of value to provide an over-all cost account of the total sys- 
tem but, considering the variety of plans and benefits in different provinces and 
municipalities, this might require another book. The same is true for the internal 
financing of the various plans. For instance, some European and most Latin Ameri- 
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can plans invest reserve funds in hospitals, medical research, and similar purposes, 
and thus use their funds simultaneously for an increase of revenue and a reduction 
of outlay, advancing public health at the same time. One would like to know 
whether such a practice is in effect in any Canadian plan. 

The book reads well and should be a valuable contribution to our own debate on 
the best way of improving the general availability of health services. 


FREDERICK G. REUSS 
Goucher College 


International Finance 


The Sterling Area in the Postwar World: Internal Mechanism and Cohesion, 1946- 
1952. By Puitip W. BELL. New York: Oxford University Press, 1956. Pp. 
xxvi+478. $10.10. 


Professor Bell’s analysis of the Official Sterling Area (OSA) is not the first Ameri- 
can attempt to look behind the general announcements regarding blocked balances, 
decisions of the Capital Issues Committee, Meetings of Commonwealth Finance 
Ministers, and the statistics provided by the Sterling Area Statistical Committee; 
nor will it be the last. 

This attention seems to arise partially from the disconcerting, and to Americans, 
intriguing vagueness of the OSA organization which Dr. Bell explains as arising 
largely from the preference of the members and Great Britain for bilateral bargain- 
ing rather than multilateral bargaining (p. 424). Also, one gains the impression that 
the success of OSA might be partially caused by this very vagueness. Another at- 
traction of OSA to Americans undoubtedly arises, as the Economist (August, 1956, 
p. 630) commented, because ““To many Americans the Sterling Area appears to be 
one of the last vestiges of imperial dominion and of the colonialism from which 
they broke free in 1776.” 

In addition to vagueness, Professor Bell believes OSA continuance and its cohe- 
siveness arises from (1) inertia (p. 312), (2) blocking and releasing of sterling bal- 
ances, (3) freedom of capital outflow from the U.K., (4) availability of the dollar 
pool (p. 19), (5) the security offered by the Britain’s bulk purchasing arrangements 
(p. 341), (6) its convenience to the Imperial branch banking system (p. 100), and 
(7) the failure of an acceptable alternative to be developed (p. 420). 

To Professor Bell, all these “reasons” show tendencies of becoming progressively 
less persuasive; and this may even be true of the last one. Although the author does 
not develop a plan for an alternative, he does seem to be hopeful that after World 
War II accumulated sterling balances have been utilized, the OSA members may 
feel free to seek a considerable revision of the OSA relationships, and this develop- 
ments may “take the form of a floating pound or a widening of the sterling points” 
(p. 422). 

Two points established by this study were of particular interest to the reviewer. 
First, considerable data were analyzed to show that it is a misconception to think of 
the United Kingdom and the overseas regions as possessing complementary econo- 
mies (p. 399). Second, it was shown that the sterling balances of the Colonial Ster- 
ling Exchange Standard are in effect loans to the United Kingdom: “the over- 
seas regions . . . give up goods for the sterling balances . . .” (p. 271). 

Professor Bell concludes that as a result of the foregoing, plus an argument not 
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so well established, namely, that inflexible exchange rates caused greater insta- 
bility in the economies of members than would have existed “under flexible ex- 
change rates” (p. 277), the OSA has tended to retard the economic development of 
the overseas members. At the risk of being labeled an anglophile, this reviewer 
wishes to state that he is in disagreement; and if OSA has discouraged stabilizing 
schemes and inflation, it has made a mighty contribution to economic development 
that is not outweighed by the points tending in the other direction. 

To the reviewer a bothersome weakness of the study is its tendency to be wordy 
and repetitive. This arises partly because of the use of “summary” and ‘‘summary 
analyses” and “conclusions” and partly from just plain saying the same thing more 
than once. For example, ‘“‘the Sterling Exchange Standard gradually,” etc., etc. 
(p. 3), and ““Development of the Sterling Exchange Standard,” etc., etc. (p. 347). 

The usefulness of the book to teachers of economics and finance technicians will 
be the provision of a complete and relatively authoritative description of the OSA. 
The text material is not highly technical and could be read with profit by senior 
and graduate students of finance and international trade. 


R. W. LINDHOLM 
Michigan State University 


Private Foreign Investment: Legal and Economic Realities. By SEyMouR J. RuBIN. 
Baltimore: Johns Hopkins Press, 1956. Pp. ix+ 107. $3.50. 


This little book originated in an invitation to the author to deliver several lec- 
tures during the spring of 1955 in Washington, D.C., under the auspices of the 
School of Advanced International Studies of the Johns Hopkins University. The 
author is a partner in a prominent Washington law firm and has held high positions 
in the State Department and other branches of the American government dealing 
with international relations. He is well qualified to speak upon his subject. 

The approach to private foreign investment taken in the book is naturally a legal 
one. Nevertheless, as indicated by the subtitle, the book sticks close to economic 
and political realities. Its dominant theme, keynoted by a quotation from the late 
Justice Holmes that “The life of the law has not been logic; it has been experi- 
ence,” is that international law is not a thing apart from the turmoil of the changing 
world. If it is to live, international law must reflect the changing concepts held by 
nations of what is right and just. It must, even, like the art of politics, reflect chang- 
ing concepts of what is possible. 

Within this broader theme, the discussion primarily turns on what it is reason- 
able to expect in the legal protection of American foreign investments and how this 
protection can best be achieved. The author feels that relatively little has been ac- 
complished, or is likely to be accomplished, by bilateral or multilateral treaties 
guaranteeing protection for American investment abroad and “prompt, adequate 
and effective’ compensation if these investments are expropriated. There are two 
main reasons for this conclusion. 

First, debtor nations are likely to hold the concept of the absolute integrity of 
their sovereignty in their own jurisdictions just as dear, or even dearer, than we hold 
the concept of the absolute right of the foreign investor to effective compensation 
if his property is seized. We, on our part, are likewise unwilling to give up the abso- 
lute claim of our nationals to prompt, just, and effective compensation for all prop- 
erty seized. As a consequence, in order to achieve semantic triumphs and get addi- 
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tional treaties on the books, negotiators on both sides take refuge in generalities, 
which achieve pseudo reconciliations of fundamentally opposed concepts. When put 
to the test of actual conflicts, these treaties tend to fall to pieces at the seams, as 
each side reads its original (and conflicting) ideas into the general and ambiguous 
language in which the treaties are framed. 

The second main cause for the inutility of such treaties is the gradualness with 
which, in the modern world, the encroachment of domestic regulations and exchange 
controls can deprive foreign investors of the substance and value of their property, 
while preserving to them its hollow legal title. The problem of defining when an ex- 
propriation takes place is a difficult one and, hence, has been avoided by the 
treaty-makers. But, as the author points out, ignoring it does not make it the less 
real; and, in today’s world, the problem of gradual encroachment may be more 
important (in non-communist countries) than that of clear-cut exporpriation. 

The author does not conclude that the use of investment treaties should be 
abandoned altogether. He does believe, however, that relatively little reliance 
should be placed on them compared with that placed on the general unverbalized 
sense of fair dealing and commercial morality which still governs most international 
economic relations and on constructive economic statesmanship on the part of the 
private interests involved. Each of these must, of course, be supplemented, when 
necessary, by an occasional judicious swap of a guid for a quo. The reviewer knows 
of no proposals more constructive than those of Mr. Rubin and can recommend the 
book for a short and invigorating survey of the realities of private foreign invest- 
ment today. 

Henry C. MURPHY 
Washington, D.C. 


Investments 


Appraisal and Management of Securities. By DouGLas A. Hayes. New York: Mac- 
millan, 1956. Pp. viii+ 383. $4.50. 


This book is a relatively elementary treatise on the analysis of industrial securi- 
ties and their use in personal investment programs. It is well written, sensible in 
content, and illustrated by many interesting examples presented in tables. It should 
be popular with adult education classes, beginners in the securities business, and 
lay readers generally, and as a text for portions of elementary college classes. It is 
not a research job, contains no bibliography, and is not thorough enough for ad- 
vanced students who can use solid books such as Graham and Dodd’s Security 
Analysis. 

The present book is developed in four parts. Part I presents a short conventional 
review of the major legal features of stocks and bonds, and a “theory of investment 
operations” which considers investment hazards and arrives at policy conclusions 
on matters such as diversification, trading versus holding, and the need for real 
rather than dollar values. Part LI, entitled “Appraisal of Investment Characteris- 
tics,” contains a rather satisfactory discussion of non-quantitative items such as 
product line, competitive pressures, and management, and a very brief treatment of 
financial statement analysis. Part III, on “Determination of Investment Standards 
and Values,” is spotty. Effective ideas and excellent case studies are mingled with 
very inadequate sections—for example, a 14-page discussion of techniques for esti- 
mating future earnings consists almost entirely of procedures for averaging or pro- 
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jecting historic per-share net income, with scarcely any quantitative use of sales 
data, profit margins, cost trends, or even allowances for price-level elements in the 
historical data. Part IV, “The Management of Security Portfolios,” is a conven- 
tional treatment of objectives, risks, and portfolio construction. It contains con- 
siderable repetition of ideas presented in preceding sections, but this is perhaps not 
objectionable in a policy-making summary. 

Although diversification in all its forms is continually emphasized, this book 
confines its discussions to industrial stocks and bonds, and omits almost entirely 
such alternatives as investment companies, utilities, municipals, life insurance, and 
savings accounts. Life insurance and Social Security do creep into the last chapter 
via one or two case studies, but this reviewer finds the scope of the chapter on port- 
folio construction just a little confining. How one makes intelligent decisions on 
portfolio liquidity requirements without reference to his life insurance holdings or 
Social Security and annuity positions, for example, is somewhat of a mystery. But 
any reviewer would have written any book a little differently, hence this one must 
be accepted as the author planned it. It is limited in scope, elementary, challenging 
in spots, largely free from bias and error, and soundly conventional. 


Joun C. CLENDENIN 
University of California, Los Angeles 


Life Insurance Stocks as Investments. By James T. S. PORTERFIELD. Stanford: 
Graduate School of Business, Stanford University, 1956. Pp. v+106. $1.50 


(paper). 
In his introductory paragraph the author of this monograph gives a clear and 
concise statement of his purpose, as follows: “. . . to examine and appraise the in- 


vestment characteristics, prospects, and performance of life insurance stocks as a 
class.”’ He disclaims, however, any intention ‘‘to analyze individual issues, to fore- 
cast market price action, or to decide if these stocks are overpriced or underpriced 
at specific levels.” 

Much has been said and written during the years since World War II of the in- 
vestment opportunities offered by insurance company stocks, including the stocks 
of life insurance companies. In many cases, however, favorable comment, at best, 
was based on inadequate statistical data, and at its worst, upon a few examples of 
lor ‘term growth, reflected in market prices. Professor Porterfield’s study, there- 
fore, will be welcomed by those who have reserved judgment pending the appear- 
ance of a thoroughgoing statistical analysis. 

In chapters i to vii, the author presents an excellent analysis of certain back- 
ground factors, including the growth and stability of the life insurance business, 
mortality experience, war and inflation, expense control, competition, investment 
policy and performance, and regulation of investments. But his significant contribu- 
tion is found in chapters viii and ix, entitled ‘‘An Estimate of Earnings” and ‘The 
Market Performance of Life Insurance Stocks,” respectively. In chapter x, ‘‘Con- 
clusions,” the author summarizes the results of his analysis. 

In chapter viii, the author attempts to supply an estimate of earnings, a measure 
of performance not readily available from life insurance reports, partly because of 
the nature of the business and partly because of the peculiarities of insurance ac- 
counting. His method, essentially, consists in the computation of the annual change 
in surplus, plus dividends paid to stockholders. While the figures, as pointed out by 
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the author, are not exact, they provide useful information not previously available. 
Contrary to the prevailing impression his analysis reveals a tendency of earnings to 
fluctuate ‘‘substantially in accordance with the business cycle.’”’ Although by many 
standards the business appears relatively stable, the author points out that the large 
“leverage factor,” combined with the small margin of profit, means a large propor- 
tional change in earnings as a result of a small change in revenues. Also, he notes a 
slight upward trend in life insurance company earning power over the period of the 
last twenty-five years. 

For the purpose of analyzing the prices and yields of life insurance stocks, the 
author has constructed a stock price index and computed aggregate yields on the 
stocks included. The results are discussed in chapter ix. The index demonstrates 
clearly the outstanding appreciation record of life insurance stock prices, particu- 
larly in recent years. At the same time, the index reveals a marked responsiveness 
of market prices to the changes in earnings noted previously. While the author’s 
computations reveal relatively low current yields, he points to the fact that reten- 
tion of earnings, stock splits, and maintenance of virtualiy the same dividend per 
share (all tending to be reflected in market price), in many cases means a relatively 
high return on original investment for the purchaser who has held his stock over a 
period of years. 

The following paragraph summarizes very well the conclusions reached by the 
author: ‘The characteristics of life insurance stocks discussed above suggest their 
suitability, under proper conditions, for certain types of investors and their relative 
unsuitability for others. The outstanding growth in capital value experienced by 
these shares and the favorable prospects for further appreciation make them es- 
pecially suitable for inclusion in the portfolios of those investors whose primary 
objective is growth in capital value and who are so situated as to be able to accept 
the risks usually accompanying this objective. Businessmen, professional men, and 
young investors striving to build estates for their later years are examples. So are 
certain investment funds seeking primarily capital appreciation and investors in 
high income tax brackets who prefer growth of principal to generous dividend in- 
come. Of course, other types of investors might well see fit to purchase life insurance 
stocks in more limited amounts in an effort to include some element of growth in 
their portfolios” (pp. 98-99). 

To the author’s conclusion, this reviewer would raise only one serious question, 
namely, has not the basic growth potential of life insurance already been anticipated 
by the market and reflected in the current level of prices? If this be true, then the 
investor of today and tomorrow is not likely to enjoy the benefits reaped by those 
who entered the market before the recent spectacular price increase had reached 
present proportions. 

J. EpwARD HEDGES 
Indiana University 


The Accumulation of Capital. By JoAN Rosinson. Homewood, IIl.: Irwin, 1956. 
Pp. xvi+440. $6.00. 


In her earlier publications Joan Robinson has amply demonstrated her ability 
to extend the boundaries of economic thinking. Her study of imperfect competition 
broke new ground in that field, and she has also been an important contributor to 
“Keynesian economics.”’ Consequently, her book on The Accumulation of Ca pital is 
sure to be important in the development of economic theory. 
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The task the author of this study set for herself was to extend the horizons of 
dynamic theory. She notes in the Preface that Keynes’ General Theory was limited 
to a short period and made no allowance for changes in the stock of capital and the 
technique of production. It left the field of long-run problems concerning the de- 
velopment of an economy unexplored. It is this area of long-run growth that her 
book is concerned with. 

The study begins with a discussion of the concepts and categories required for 
the analysis of economic growth, i.e., income, wealth, money, capital, consumption 
and investment, and the meaning of equilibrium. She does not attempt to define 
these concepts exactly. For example, she points out that new investment and profits 
are elusive concepts depending on accounting practices. And she notes that “the 
distinction between capital and income is rooted in moral ideas” and goes on to say 
that “income consists in the kindly fruits of the earth, and capital in the fertility 
of the soil.”” Her defense of this lack of precision is “that it is of no use framing 
definitions more precise than the subject-matter to which they apply.” And she 
succeeds in leaving her reader with a very clear understanding of the concepts un- 
der consideration. 

The main part of the study is contained in Book II, “‘Accumulation in the Long 
Run.” This begins with a highly simplified model, and includes a discussion of ac- 
cumulation with and without technical progress, and with and without a surplus 
of labor. In keeping with her assumptions concerning the lack of precision of the 
material, she avoids the use of mathematical formulas and diagrams. 

Later sections of the book deal with fluctuations in the short period, finance, the 
rentier, land, relative prices, and international trade. The author does not answer 
the question as to why investment levels off at any particular point in any particu- 
lar period, or why the workers resist further declines in real wages at some particular 
level, although these and changes in production techniques are the factors de- 
termining both the rate of growth of an economy and distribution of the product. 
But she does provide the tools for the analysis of economic change. 

Much remains to be done in this field. The author in her Preface states that 
“Keynes’ General Theory smashed up the glass house of static theory and gave only 
vague hints as to how the shattered structure could be rebuilt.” She has now laid 
the foundation for that structure; but the rebuilding has only begun. 





MABEL NEWCOMER 
Vassar College 


Save It, Invest It, and Retire. By DONALD I. RoGERS. New York: Henry Holt, 1956. 
Pp. 224. $2.95. 


This book is written ‘‘for the 17,000,000 American families who have saved 1,000 
dollars or more and have yet to learn about investing.” It is obviously designed for 
mass readership, along the lines of the previous popular work of the author, Teach 
Your Wife To Be a Widow (New York: Henry Holt, 1953), 

The book is divided into three parts. The first, which is by far the largest in num- 
ber of pages, is entitled ‘Save It,’”’ and discusses the advantages of systematic sav- 
ings, principally in the forms of cash, equity in a home, insurance, and savings 
yonds. The second, entitled “Invest It,”’ largely is comprised of arguments in favor 
of common stock investments, based in part on the premise that “If the stock 
market continues successfully to function jointly as a source of capital for industry 
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and as a refuge for the savings of our people, then it must be a pretty good place 
for you to put some of your savings.” Part II also includes very short discussions 
of the Monthly Investment Plan of the New York Stock Exchange, open-end in- 
: vestment companies, and tax-exempt bonds. Part III, entitled “Retirement,” is 
- comprised largely of a short discussion of the financing of persons in retirement. 

To the informed reader, this work is likely to seem repetitious of the sales litera- 
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' ture liberally distributed by the open-end investment companies and the brokerage 
houses, which also strives to convince the general public, in simple fashion, of the 
advantages of the common stock investment of systematic savings. To the scholarly 
readers, many of the statements may seem dogmatic and the arguments one-sided. 
Nevertheless, undoubtedly there will be numerous persons to whom the book’s mes- 
sage will be new and refreshing and who may become encouraged to save and to 
invest. 

} However, inasmuch as the book is obviously aimed at readers who have little or 


no knowledge and experience in the field of investments, it would seem that the au- 
thor, after seeming to encourage such persons to have complete faith in the integrity 
of the machinery of the market and the general outlook for common stock invest- 
ments, should have included a discussion of the pitfalls to be avoided. Unfortunate- 
ly, persons possessed of just such faith and lacking such information often prove 
| dupes for those unscrupulous brokers and dealers who still infest the securities 
' markets. The author might well have added a fourth part to his book, detailing not 
only the dangers to be avoided but also the positive steps that might be taken by 
the reader to provide reasonable assurance of reliable professional assistance in his 
investment activities. This phase of investments, although persistently avoided 
by authors of books on investments, is certainly often the most important in de- 
termining the degree of success of new investors. 
THEODORE S. KLISTON 
Chevy Chase, Maryland 


Money and Banking 


Financial Institutions. Edited by ERwin W. BOEHMLER. Rev. ed. Homewood, IIL: 
Irwin, 1956. Pp. xx+668. $6.50. 


To one seeking an understanding of the practical working of the system of free 
enterprise in the United States one of the most mysterious aspects of the matter is 
the vast array of different types of financial institutions with which he is con- 
fronted. Not only are there the more familiar types such as the commercial bank, 
savings bank, and insurance company, but also a variegated assortment of special- 
ized types each of which has been called into existence to meet some specific need, 
such as financing the purchases of consumers, farmers, and home-owners. Most of 
these institutions have been established under private enterprise, but government 
also enters into the picture not only as a regulatory factor but also in the actual 
’ operation of numerous financial agencies. 

To provide a meaningful account of this complex organization is no slight task. 

) In the opinion of the reviewer, however, the job has been performed in a very credit 
able fashion by the authors of the present volume, which is a revised edition of the 

text originally published in 1951. Recent developments and statistics are incorpo 

| rated in the new edition. More than sixty types of financial institutions have been 
analyzed. Something more has been provided than a mere description of the organi- 
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zation of these institutions. An explanation has been given of the needs which the 
institution is designed to serve and simplified examples are presented to indicate 
the manner of its operation. 

An introductory chapter deals in general terms with the role of finance in our 
economy. The final six chapters deal with the monetary system including an anal- 
ysis of credit creation by the banking system and the operations of the Federal Re- 
serve System. This part of the book also deals with the financial aspects of gov- 
ernment, business fluctuations, and international financial relationships. To the 
student who has no previous acquaintance with the problems of monetary and 
fiscal science these last chapters will doubtless prove the most difficult since they in- 
volve the most intricate theoretical analysis. But although limitations of space have 
necessarily precluded any evaluation by the authors of conflicting theories, these 
chapters at least set forth the nature of the problems involved and should prove a 
stimulus toward more intensive study. 

From the pedagogical point of view there may be differences of opinion as to 
whether the most effective study of finance can be achieved by beginning with a 
general survey of the whole field such as this volume furnishes or by beginning with 
a more intensive analysis of such fundamental institutions as the monetary and 
commercial banking system. But if the survey approach is desired, this volume 
should prove highly satisfactory. The text is well organized, clearly written, careful 
in exposition, and supported by a generous amount of recent statistical material. 
At the end of each chapter questions and a bibliography are provided which should 
prove helpful in stimulating classroom discussion and in guiding more extended 
study. 

WILLiAM O. WEYFORTH 
Baltimore, Maryland 


The Economics of Repressed Inflation. By HaRrotD KARR CHARLESWORTH. New 
York: Macmillan, 1956. Pp. 126. $2.50. 


This book by Professor Charlesworth is a real contribution to the literature on 
inflation. The author states that his purpose is “‘to analyze the operation of an 
economy when part of the economic system is free and part is controlled. . . . Par- 
ticular interest is centered on the workings of the price system in the controlled 
sector of the economy with respect to income distribution, factor resource alloca- 
tion, and the elasticity of supply and demand schedules.” The historical setting of 
the problem is the years during and immediately following World War II, particu- 
larly with respect to conditions which existed in England. 

The author presents an admirably clear and concise analysis of the economic 
aspects of repressed inflation. Following a good summary of the problem and the 
economic nature of repressed inflacion, a chapter each is devoted to factor supply, 
consumer reaction, factor allocation, the industry, black market pressure against 
controls, and the scope of fiscal policy. 

The unfavorable effects of open inflation have been widely publicized. It was the 
desire to avoid the undesirable consequences of open inflation that led governments 
to attempt to repress the operations of the market mechanism by substituting a 
system of controls. But actions to repress inflation also have some unfavorable 
effects. 

The author by circumspect and penetrating analysis shows how the use of con- 
tro]s to insulate the price mechanism against the pressure of excess demand tends, 
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in several ways, to lower productivity and increase costs. The latter, in turn, exert 
upward pressure on prices. Inasmuch as controls do not remove the sources of 
inflation, excess demand expresses itself in queues, production bottlenecks, empty 
shelves, and black markets. Laborers, too, may become increasingly reluctant to 
exchange their services for savings which cannot be used to buy goods. 

There are advantages, however, which tend to offset some of the ill effects of re- 
pressed inflation. Scarce goods are distributed more equitably than when rationed 
by the purse; there is a tendency to stimulate investment and capital formation in 
low cost, mass-producing industries; and it is ‘comparatively easy” to prevent de- 
pression and unemployment by relaxing some of the controls and releasing forced 
savings in a widening free market. 

The Economics of Repressed Inflation is a well-reasoned, illuminating book. The 
exposition is concise and clear. All students of monetary and fiscal policy will want 
to read it. All officials faced with the problem of deciding between a course of open 
or repressed inflation should be required to read it. Last, and of less significance, 
it is a reviewer’s delight—only 126 pages. 

Ciay J. ANDERSON 
Philadelphia, Pennsylvania 


Economics of Money and Banking. By GEorcE N. Hatm. Homewood, IIl.: Irwin, 
1956. Pp. xv+577. $6.00. 


The title of the book is appropriate; it deals with economics, not with mere 
description of monetary and credit institutions. The material covered goes con- 
siderably beyond the scope of most texts in the field. In addition to sections dealing 
with the more traditional subjects of monetary theory and policy, in each of which 
the roles of institution are clearly discussed, the book contains a section on money, 
interest, and employment, and one on money and foreign exchange. The former in- 
cludes chapters on interest, interest theory, and economic fluctuation; the latter 
discusses the theory of international exchange and includes chapters on interna- 
tional monetary co-operation. There is an excellent chapter on integration of 
general and monetary economics. 

The comprehensiveness of the volume is one of its strong features; it also leads 
to somewhat abrupt treatment of the many topics discussed in the forty-six chap- 
ters. 

The book requires a good preparation in elementary economics on the part of 
both students and instructor. The instructor should be prepared to fill in some of 
the gaps in “‘practical’’ material that the book eschews. Specific corrections are also 
necessary in statements of description. ‘“‘State and local governments issues have a 
somewhat higher yield than the more easily marketable United States government 
securities” (p. 158). ‘The managers of large corporations, who make investment 
decisions, consider the stockholders as creditors”’ (p. 317). ‘“‘Preferred stockholders 

cannot vote” (p. 317). 

Chis book deserves respect for the clarity of its expression and the clever integra- 
tion of a wide range of subject matter. While written for the liberal arts student, it 
would be a valuable support to the less exacting descriptive texts that seem to be 
preferred in many schools of business. 

Suggestions for further reading found at the end of each chapter are well selected; 
these emphasize economics material, and might have been enriched by references to 
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works that describe the actual banking, market, and business practices whose theo- 
retical aspects are so admirably covered in the text. Provocative questions are also 
attached to each chapter and the book is well indexed. 


HERBERT E. DouGALL 
Stanford University 


Money, Banking, and National Income. By J. WuttNey Hanks and ROoLanp 
Stucki. New York: Alfred A. Knopf, 1956. Pp. xi+501, Index vii. $6.00. 


The object of this text is to provide the undergraduate student with an “‘.. . 
appreciation of the monetary and banking influences in the determination of the 
national income level,” and to better the understanding of “‘. . . monetary, bank- 
ing, and fiscal forces which affect income, employment, and price changes within the 
economy” (p. v). To this end the text is divided into eight parts. Mechanically, 
the work is well printed with a minimum of typographical errors. 

The material presented is up to date, and each chapter contains well-chosen 
material for further study. Many discriminating observations lend stature to the 
work. Thus the authors’ criticism of commingling demand and time deposits (p. 
128) and their criticism of the multiplier as an instantaneous factor (p. 457) inspire 
confidence. The statement that ‘... the inflationary pressures which followed 
World War II were caused in part by the influence of federal agencies keeping 
interest rates . . . at unnaturally low levels” (p. 159) will find general agreement, as 
will the fact that after World War II ‘“‘the American economy was ripe for in- 
flation” (p. 317). These conclusions, and others, will find general agreement among 
students of these questions. 

In spite of these merits, the present writer has serious doubts about many state- 
ments and the conclusions and inferences which a beginning student will draw. The 
writer doubts seriously that ‘‘Today nearly all bank loans require regular monthly 
installment payments .. .” (p. 124). While instalment and time loans are made by 
the banking system, the proportion of such loans is relatively small compared to 
total loans. It is doubted that money is a “‘.. . newly found causative influence 

’ (p. 35) in the economy. Certainly it is no newer than devaluation by which 
process the Punic Wars were financed. It is also highly questionable whether 

. most individuals would be unable to purchase such expensive items as homes, 
automobiles . . .”’ (p. 121) and other durable goods without instalment credit. The 
clear inference is that individuals could not save that much! But they do—only 
after the fact, rather than before. Such a cliché arises out of the authors’ inadequate 
presentation of credit as to both its origin and its function. Such vaguities are not 
recommended for the beginning students. 

But there appear to be some statements which break the bounds of doubt. 
Speaking of the advantages which member banks of the Reserve System enjoy, 
the authors say “‘since most banks invest heavily in government securities and since 
the Reserve banks are charged with the responsibility of distributing and retiring 
these securities, their officials are in a strategic position to give excellent investment 
advice” (p. 263). The routine receipt of bids for Treasury bills or any other secur 
ity, or redemption through the Reserve banks certainly is no source of information; 
and the open-market desk in the New York bank is so closely guarded that even the 
traders are unable to tell the net effect of their operations on the open market. The 
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“Fed” has not bred a new group of “‘insiders’””—quite to the contrary. It is true that 
“prior to the establishment of the Federal Deposit Insurance Corporation, runs 
were a common occurrence; [while] today they are practically non-existent” (p. 
241). The clear inference is that we had runs before 1933 because of the lack of 
deposit insurance. This, of course, is not tenable. In the very short section on the 
mathematical presentation of the theory of the value of money, in the arithmetical 
example used, ‘‘. . . one finds the answers to be identical in each case . . .” (p. 435). 
But are they? Pigou tells us that the Fisherine equation measures the value of 
things in terms of money, while his own measures the value of money in terms of 
things. They are reciprocally related and not identical. Unawareness of this distinc- 
tion brings to naught the whole effort to explain causation. The authors continue to 
keep alive the argument that discount is more expensive than interest; thus ‘“‘The 
borrower usually prefers a loan over a discount since he has the use of $100 rather 
than $94” (p. 194). This is, of course, absurd. Banks use true discount tables, and 
it is immaterial to them whether they Jend $100 for a year at 6 per cent for a total of 
$106; or discount a $100 note at 6 per cent, paying the customer $94.34 and receiv- 
ing $100 on the due date. In either case the bank receives .06 for the use of its funds 
But this is an old cliché—hard to kill. While corporate borrowers are not fooled, 
beginning students can be! Many other illustrations could be cited. 

From its position in the title, “National Income” would appear to occupy about 
one-third of the text. Actually only one chapter is devoted to this theoretical frame- 
work, and it appears too late (chap. 26) to be integrated with the previous twenty- 
five chapters. In this chapter the reviewer was surprised to learn that “‘. . . marginal 
propensity to consume is the same at all income levels” (p. 455). Short or long run? 

It would appear that the text could best be used by scholars in the field who are 
qualified to make the necessary qualifications. For the beginning student, it is 
feared, will conclude our exchange structure is much more capricious than is actual- 
ly the case. 

F. W. MUELLER, Jr. 
De Paul University 


Can Prosperity Be Sustained? Policies for Full Employment and Full Production 
without Price Inflation in a Free Economy. By Nett H. Jacosy. New York: 
Henry Holt, 1956. Pp. xii+152. $2.25. 


The author answers the question posed in the title with a confident ‘“‘yes”’ al- 
though he adds a few “‘ifs’’ in the course of the book. He reviews with a broad stroke 
the performance of the American economy during the last fifty years and peeks into 
the prospect of the next fifty years. He warns both against the illusion that business 
fluctuations are a thing of the past and against the defeatism that severe inflations 
and deflations are inherent in our economic system. He outlines a broad program 
of policies which he believes would lead to sustained prosperity with only a mini- 
mum of unavoidable ups and downs. 

The major policy recommendations of this book include: (@) improving the 
statistical tools available for economic forecasting; (6) rounding out measures for 
personal security, especially in the field of medical care; (c) improving credit 
policies; (d) revising the tax structure; (e) stimulating research and business invest 
ments; (/) invigorating competition, and (g) liberalizing foreign economic policy. 
The book is written in a straightforward language and avoids unnecessary tech 
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nical jargon. It is written for the interested laymen and should find wide distribu- 
tion, particularly among businessmen. The book covers a big topic in a small 
space—this leads to a number of flat statements which the author probably would 
have qualified if he had written the book for an academic audience. I feel, however, 
that some qualification would have been desirable even for a popular book. 

I agree with the author’s confidence, but I feel that the reader may get the im- 
pression that our future problems can be solved too easily. In my judgment they 
can be solved—but I am not sure that it always will be so easy. 

The possibility that aggressive wage-raising efforts might push prices up is 
simply dismissed by the argument that only an inflationary fiscal and monetary 
policy could lead to inflationary wage settlements (p. 26). This rather glib state- 
ment is not in accord with the author’s clear recognition that a credit restraint 
designed to counteract price rises caused by increases in costs of production “‘can 
easily cause a business recession” (p. 95). 

One page is devoted to dispersing the fear of technological unemployment which 
might be caused by the adoption of automation. I do not disagree with the long-run 
argument but I feel that the possible gravity involved in the problem of transition 
is grossly underrated. 

The section on monetary policy is particularly valuable. However, there is no 
discussion as to how credit restraints affect activities of the large businesses which 
finance their expansion mainly by their own funds. There are indications that the 
larger corporations are gaining, to some extent, by taking over activities from smal- 
ler firms which are seriously handicapped by the credit squeeze. This omission is 
surprising considering that the author regards a policy for reducing the ups and 
downs in business spending as “‘a focal point of our stabilization policies in the 
future” (p. 9). 

The book presents a well-balanced judgment emphasizing the contribution 
which government policies, including New Deal policies, have made to increasing 
the stability of the American economy (e.g., p. 80) as well as the contribution 
which more enlightened investment policies of private enterprise have made and 
are likely to make. However, in contrasting government policy during the earlier 
and later years of implementation of the Employment Act, there are instances 
where the author’s presentation tends to be one-sided. This might be explained by 
the fact that the author who was a member of the Council of Economic Advisers 
under President Eisenhower appears to be less familiar with the earlier operations. 
For instance, the author says: ‘‘No better illustration can be given of the subtle 
but vital differences between the current administration and its predecessor in 
implementing the Employment Act than the actions of the Federal Government 
during the brief turndown and recovery of 1953-54” (p. 39). No attempt is made at 
comparing the federal policies during the 1953-54 recession with those of the 1949- 
50 recession which alone could have given a scientific basis for the statement which 
I have quoted. I question the author’s statement that “direct wartime controls of 
prices and purchases of goods were retained in effect, the last of them not being 
abandoned until early in 1953—eight years after the fighting ended” (p. 22). Should 





the author not know that these controls were not retained from the war which 
ended in 1945 but were the controls adopted to deal with the problems of the 
Korean war and post-Korean rearmament and that early in 1953 fighting was still 
going on? 

My critical remarks refer to passages which could easily be revised in a new edi 


tion. By and large, I regard this as a very valuable book. It should contribute a 
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great deal to an understanding by business of the government’s role, and to an 
understanding by the public of the role of business in economic growth and stabil- 
ization. 

GERHARD CoOLM 
Washington, D.C. 


Money, Interest, and Prices: An Integration of Monetary and Value Theory. By Don 
PaTINKIN. Evanston, IIl.: Row, Peterson, 1956. Pp. xix+510. $7.00. 


The integration of monetary and value theory promised by the subtitle of this 
work is accomplished, in the view of the author, by considering all markets of an 
economy simultaneously, rather than by considering relative prices as determined 
in the commodity markets and absolute prices as determined in the money market. 
The neoclassical theory is criticized because it neglected the role of the commodity 
markets and placed undue emphasis on the money market. 

The first half of the book proper is devoted to a painstaking review and develop- 
ment of microeconomics in terms of the individuals, in a simplified barter economy, 
using indifference curves. Perhaps the most interesting device here is what is called 
“excess demand”: the difference between ‘‘demand”’ as ordinarily defined plus 
Wicksteed’s ‘‘reservation demand,” and the amount of the individual’s “‘initial 
endowment” of purchasing power at the beginning of the period. This concept of 
excess demand is then carried over into the more realistic money economy and used 
to explain the determination of interest and prices. 

The second part of the book takes the concepts developed in terms of the indi- 
vidual and applies them to the four markets which make up the economy: labor, 
commodities, bonds (to symbolize long-term capital) and money. This macro- 
economic model is set up with three equations for each of the four markets: demand, 
supply, and equilibrium. By algepraic substitution these are turned into a single 
set of four equations which give the conditions of equilibrium in each of the four 
markets and can therefore be used to show the effect on any or all of the markets of 
such factors as changes in monetary policy. 

Recent literature, in the author’s opinion, has tended to exaggerate the im- 
portance of expectation, risk, and price uncertainty. These factors, he believes, do 
not invalidate the quantity theory. Keynes is specifically criticized because he 
never distinguished between his basic proposition that the amount of money de- 
manded varies inversely with the interest rate, and the quite different proposition 
that the equilibrium interest rate is inversely dependent upon the amount of money. 
This is the same type of confusion as the neoclassical proposition that the demand 
curve for money depends on the reciprocal of the price level, a confusion of which 
Keynes was highly critical. 

The net result of the argument is summarized as follows: ‘‘The propositions of 
the quantity theory of money hold under conditions much less restrictive than 
those usually considered necessary by its advocates and, a fortiori, its critics. Con- 
versely, the propositions of Keynesian monetary theory are much less general than 
the General Theory and later expositions would lead us to believe. But this in no 
way diminishes the relevance of Keynesian unemployment theory for the formula- 
tion of a practicable full-employment policy.” 

There are several minor features of this book which deserve high praise. The 
bibliography and index are full and excellent. Most of the mathematical apparatus 
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of the argument is put in an Appendix, so that the main body of the text is not en- 
cumbered. Not the least valuable of this Appendix is a critical essay on the use of 
mathematica] derivatives in economic analysis, pointing out the dangerous am- 
biguity which may result if functions representing individual experiments are not 
clearly distinguished, by appropriate notation, from those representing market 
experiments. The last part of the Appendix consists of short explanatory or critical 
essays on many of the authors discussed in the text; they will be of most interest 
to those readers who have followed the monetary controversies of the past twenty 
years. 

The book as a whole will be of great interest to the professional economist. The 
non-professional reader will find it difficult, especially if he is not familiar with 
analytical geometry and the calculus. It will undoubtedly serve as the starting 
point for a new round of healthy controversy in this field. 


MARGARET G. MYERS 
Vassar College 


Country Banking in the Industrial Revolution. By L. S. PRESSNELL. New York: 
Oxford University Press, 1956. Pp. xiv+591. $11.20. 


Dr. Pressnell has filled a gap in the financial record of the industrial revolution 
and in doing so has made an important contribution to banking literature. The 
study is the result of indefatigable research in county archives, record offices, manu- 
script collections, and contemporary publications. The author has given us a 
wealth of detail and yet has not neglected to view the whole unfolding panorama 
with analytical discernment. 

The study covers the period from 1750, when country banks first began to grow 
gnificant numbers, to 1850, when the railway age had begun to widen the mar- 
| to render unit banking obsolete. 








Country banks existed in an age when statistics were left ungathered. In conse- 
quence, there are no aggregate data of their deposits, note issues, advances, bills 
discounted, etc. Only when a bank failed would its balance and income statements 
become a matter of public record. Even the precise number of banks is not known. 
Various estimates have been made and statistics published, which Dr. Pressnell 
subjects to careful scrutiny, besides compiling many of his own manuscript records. 
In 1750, there were probably no more than a dozen “‘bankers’ shops” outside Lon 
don; by the time of the battle of Waterloo, there may have been 650; and by the 
time of the Bank Charter Act of 1844, perhaps half that number. The growth was 
particularly rapid during the years of the canal mania and the suspension period. 
The last country bank did not disappear until February, 1953. 

The country banks were, of course, partnerships, and as such could have no 
more than six partners. The average was three. As partnerships, the operation of 





and their solvency were closely identified and intermingled with the 
business operations and net worth of the individual partners. The capital funds 
were rather small, averaging, perhaps, £10,000 per bank. Undivided profit accounts 
were y accumulated. However, this was not too significant in view of 
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Established by persons associated with business enterprise or the professions, the 
country banks were often auxiliary to the everyday affairs of the partners. The 
business enterprises with which the partners were associated included textile mills, 
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copper mines, iron works, brewing, retail and wholesale trade, collieries, shipping, 
and grain. 

The services rendered by these early institutions were quite similar to those now 
performed by American banks. The financed credit needs, provided a means of 
payment, served as financial intermediaries in the investment of local funds, gave 
investment advice to their customers, effected transfers of funds, rendered fiscal 
services to the government, and acted in fiduciary capacities. They were linked to 
one another through the London money market, correspondent balances, and 
clearing arrangements respecting notes. 

The credits extended by the country banks were extremely heterogeneous in 
character. They discounted bills of exchange, some ‘‘true,”’ some fictitious; they 
financed wholesale and retail trade; they extended advances and overdrafts, short 
and long term, of various types and for various purposes; they discounted the 
promissory notes of farmers, financing crop requirements, land purchase, and in- 
closures. They advanced credit to local authorities, and to canal, turnpike, and 
railway companies. They made loans to their own partners—a fruitful cause of 
failure. They frequently renewed loans and discounted accommodation paper. 
They purchased long-dated government obligations, stock in the Bank of England, 
short-dated India bonds and Exchequer bills, and commercial bills of exchange 
offered in the London market. 

The country banks provided a means of payment by the issuance of bank notes, 
which, with the guineas, Bank of England notes, and circulating bills of exchange, 
constituted the principal forms of purchasing media. Bearer bank notes had become 
common by the 1780's, and from 1797-1829 the country bank could issue notes in 
denominations as low as £1. This privilege provided a strong stimulus to their 
establishment. 

Through the payment of interest, the banks endeavored to attract the deposits 
of individuals, local organizations, and local and national authorities. In fact the 
word ‘‘deposit” was commonly reserved to describe a sum left at interest. Demand 
deposits were termed ‘credit balances,”’ “running accounts,” or ‘“‘drawing ac- 
counts.” This is a logical distinction since demand accounts were in many instances 
the result of credit operations. Orders to pay could be, and were, drawn against 
deposits, although the use of checks, in the modern sense, did not become common 
outside of London until the 1850’s. 

Against note and deposit liabilities, the country banks maintained cash reserves 
varying from 5 to 10 per cent. If secondary reserves are included the total would be 
raised to about 333 per cent. The problem of reserves was discussed, as would be 
imagined, principally in connection with note issues. 

Subject to no external regulation, guided by no principles resulting from long 
management experience, often recklessly managed, failures were numerous. These 
were related mainly to waves of speculation, cycles of prosperity and depression, 
which themselves evidenced the growing pains of the industrial revolution and the 
inflation and deflation accompanying the French wars. Existing statistics of failure, 
according to Dr, Pressnell, often exaggerate the actual number, though this was 
significant enough. The insolvencies led to many proposals for reform and ulti 
mately to the Bank Charter Act of 1844. The greatest change occurred with the rise 
of the joint stock banks which gradually absorbed the country banks. 

In financing the requirements of trade and industry, the country banker made an 
important contribution to the furtherance of the industrial revolution in England 
his indeed is Dr. Pressnell’s thesis. The market for industrial capital was not well 
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organized and the country bank filled the breach. This it did, not without cost to 
the community in form of losses to note holders and depositors, and in the aggrava- 
tion of the credit, price, and business cycle. Thanks to Dr. Pressnell’s scholarship, 
the extent and character of the contribution of the country bank to England’s 
industrial growth are now known for the first time. 


BENJAMIN Haccott BECKHART 
Columbia University 


Measuring Business Changes. By RicHarp M. SNYDER. New York: Wiley, 1955. 
Pp. xvii+382. $7.95. 

Mr. Snyder has set a rather difficult task for himself in this book. He seeks (1) 
to select from the vast number of currently available business indicators a small 
enough list of the most important ones so that they can adequately be described in 
a volume of moderate size; (2) to describe the character and use of each of these 
indicators in a manner that will make them understandable and useful to business- 
men generally; and (3) to add enough technical information about each to make the 
volume a useful reference work for practicing economists and statisticians. 

As to the first of these objectives, the author’s selection of indicators to be treated 
will doubtless fail to please fully any particular reader. On balance, however, the 
selection would appear both judicious and reasonably adequate for most users. As 
to the second and third objectives, there may be some question as to whether or not 
they are both possible of fulfilment in any single volume. For his own part, the au- 
thor makes it clear that he aims his presentation at the businessman. In spite of 
this, his own professional interest as a student of these indexes stands out, and this 
interest sometimes leads him into by-paths that the average business reader is cer- 
tain to find confusing. Although the author’s language is in general simple, explicit, 
and clear, he occasionally slips into the jargon of the statistician, as when he says: 
“It is not possible to calculate sampling variability of a monthly estimate, as in the 
Bureau of the Census series, because cutoff sampling rather than probability de- 
sign has been used”’ (p. 66). 

More than fifty business indicators are discussed in some detail, and a great 
many others are given brief mention. Those presented fall into nine groups: (1) 
national income and product, (2) population, (3) labor: employment and earnings, 
(4) commodity prices, (5) production and business activities, (6) construction activ- 
ity and costs, (7) trade, (8) financial activity, and (9) stock prices. The clear, 
concise, and yet rather complete discussion of the principal indexes that relate to 
national income and product is especially noteworthy. Throughout the list of 
indexes, there is heavy dependence upon data emanating from the federal govern- 
ment, as would be expected; in addition, however, a great many indexes based upon 
private sources of data are discussed or mentioned. 

Although the material is so arranged that the volume can be used as a ready 
reference guide to the principal indicators, it is actually a great deal more than that. 
The method of presentation is to describe in genera! terms the character of each 
index, to list sources of current and historical data, and then to present in greater 
technical detail the exact composition of the index. One of the most useful features 
of the general description is the author’s frequent comment on the reliability of 
data, as well as his explicit advice as to how they may be safely used and his warn- 
ings as to improper uses. The description of each index also includes much useful 
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background as to the origins of the index, the historical facts as to changes in 
compilation procedures over the years, and the effects of these changes on the use- 
fulness of data comparisons over time. The amateur statistician will also greatly 
appreciate the careful instructions given in many cases on how to link older to newer 
indicators in the most useful way. In a number of instances the author reproduces 
from original sources, or himself furnishes in the text or the Appendix, the factors 
and ratios to be used in such “splicing’”’ of indexes. Generous use of illustrative 
tables and charts aids considerably in clarifying the presentation. 

Although the book contains a number of scattered comments on the uses to 
which particular indexes can be put, there is relatively little discussion of what is 
likely to be uppermost in the minds of most business readers, namely, the use of 
business indicators for forecasting purposes. Several references to the ‘‘leading”’ 
indicators developed by the National Bureau of Economic Research for possible 
forecasting use do occur, but there is nowhere a connected discussion of the use of 
these indicators as a group, and there are relatively few comments throughout on 
the behavior of various indexes relative to business cycle movements. This may, of 
course, be too much to ask of a volume of this kind. Nevertheless, in order to serve 
many business needs the information in this book requires use by readers of some 
degree of sophistication, and it seems possible that the author’s hope of a wide 
readership among the rank and file of businessmen may not be realized. But many 
economists will welcome his thorough and competent treatment of his subject. 


Ear C. HALp 
University of Washington 


Public Finance 


Théorie économique et psychologique des finances publiques. By HENRY LAUFEN- 
BURGER. Paris: Sirey, 1956. Pp. 335 plus indexes. Fr. 1,500. 


This book, the first volume of the fifth, completely revised, edition of Trazté 
d’économie et de législation financiéres, should be of interest to far more American 
economists than the small group specializing in public finance. One of the volume’s 
special merits is the broad range of interests it includes in its field. The author is 
professor of public finance at the University of Paris. His position marks him as an 
outstanding French economist. His experience and scholarship have ranged widely 
over many lands, and he draws selectively and intelligently upon this experience. 
In doing so, he shows, at least as he cites economic developments in the United 
States, an ability to use foreign materials with constructive skill. Consequently, 
economists whose chief interests lie in such areas as money and monetary policy, 
business finance, social insurance, international economics, comparative economic 
systems, the relation of government to economic life, and national accounting, as 
well as the student of public finance, will find in this volume material of value— 
material not readily available. 

This volume is part of a trilogy which has been planned on a somewhat broader 
scope than is possible in a textbook in this country. It is not obviously written for 
students, but the level of analysis is not strikingly different from what would be 
appropriate for upper college or graduate students in this country. The reviewer, 
whose knowledge of French is rusty and whose dictionary is not the most modern, 
found the reading easy; perhaps he missed important subtleties, but he has a firm 
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impression that the chief merit of the book for readers in this country is less any 
novelty of theoretical analysis than the variety of descriptive material and the in- 
telligent way it is integrated in the discussion of principle. 

The book opens with a summary description of national accounting and the place 
of government finance in the accounts. It proceeds to discuss government budget- 
ing and the integration of government accounts with those of the whole economy. 
The second part, dealing with the economic aspects of public finance, opens with 
government spending. It continues with methods of financing spending, including 
the expansion of debt, without detailed examination of specific sources but with 
repeated efforts to show how various aspects of revenue-raising may be related to 
important goals, such as that of full employment. 

The third part, dealing with the “‘spirit”’ (rather more than the ‘‘morale”’ as- 
pects) of public finance, is difficult to characterize. But it covers most interesting 
materials indeed—the kinds of pressures that influence legislators and administra- 
tors, the problems of evasion (extreme in France, even though the French do pay 
very high taxes), the basis of government credit. An American’s first feeling may be 
something like, ‘‘Heaven preserve us from the troubles France has had’’; a second 
reaction is more likely to be, “‘Heaven give us strength to protect ourselves from the 
temptations of policies that lead to inflation and from military tragedy.” French 
public finance has lessons to teach, and Laufenburger has no reluctance to indicate 
the weaknesses, as his sharp mind sees them, of what his country has done or failed 
to do. The tragedy of inflation haunts the analysis. So does the willingness or posi- 
tive desire to enlarge transfers when the tax system cannot “support” them. And 
weaknesses of the French political system, as the author sees them, have led to one 
after another avoidable error. Among them the reviewer would call attention to a 
system with tax rates so high that evasion (and avoidance) become exceedingly 
profitable—and also the search for loopholes. 

Our world, one of scholarship, is, ideally, universal. Professor Laufenburger has 
contributed significantly to broadening our knowledge. He shows what has hap- 
pened in one of the most attractive of lands, yet one whose record gives basis for 
the greatest of concern, depression perhaps, about what may happen when the 
public presses for policies which an elementary knowledge of economics and public 
finance should show as undesirable. This book will help economists show voters 
more clearly the results of economic policies not very difficult to understand. 


C. LoweE.t Harriss 
Columbia University 
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